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• • • . ** 

Since the publication of the First Edition of thk 
book in the beginning of this year no changes have 
occurred in the general financial sitnatioTi which call 
for a ^orrespoudirg revision of the main argument 
and conclusions. , • , 

The old economic warmings have been confirmed' 
more abufidafitly as shown in three new chapters.* 
Thd first of these (P 3 rt* IT, Chap. XHV.) deals 
with .There has never been in the his^ 

tory.of the world a more striking example of the 
dangers of disregarding fundamental economic prin- 
ciples. Occurrite luorho. • 

The “ Aband(?nment * of the Gold Standard” 
(Pa^t L, Chap. II. ) ^ias becortfe more pronounced. 
The second new chapter (Part 11 ., Qha'p. XLV.) 
describes the costinued abnormal increase in the 
various forms of token money, nptes and credit. In 
Appendix B to this chapter the latest returns are 
given of the issijips of brqsze and of silver-. Quite 
redtntly ^ugus^ 1958) the rate of. increase in the 
issues of Bank of England notes and CHrrency notes 
has become rfluch more marked. The known t;xport 
of*a large RinSunt «f these notes ia causing concern, 
as,the ultimate destination is probably Gerrhany for 
. use in a future peace offensive. . * _ , 

This continued inflation of British curr'^iicy and 

Some of the macena]|: hii.ve been puldi^jaccl in tiio Scui:^;ua}K mKj'L am 
obliged for th<^ privilege of repnblicatior^ ^ ^ 
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"credit has been associated with further specie 
depre^ciation. ' "in the beginnings of the inflation the 
sceptical banner asked. Where is the premium on 
gold ? After many attempts at concealment the • 
prenninn has come into the open*. It was authorita- 
ti\nl\’ reported in the Times (June l8, igiS) that 
South African gold for trade 'uses commands a 
premium of some 35 per cent, as compared with the 
British standard official price, in technical language 
the market price is so much above the mint price. 
The premium on g< Id as a commodity is one recog- 
nised measure of specif c depreciation. (See Appen- 

dix A, Part II., Chap. XLV.^ 

Specific depreciation of any national currency is 
also shown by its relation to“ other national currencies 
which have retained their nbrmal convertibilit}" with 
gold. Compared with Roliand and Spain the-British 
'"currency has made new records in depreciation 
during the present y©ar. A similar falhin relation 
to The United Btates has only been prevented by,^ 
special loans. ^ 

Specific deureciaiidn is t)f direct practical inri-rest 
only to those concerned in foreign trade-and finance 
or in tlib industrial uses of g-'ld. Every one, how- 
ever, is concerned with the genejal depreciation of 
the pound stcrhng or the fall in its purchasing power 
as eho-wn by the general rise in prices. ' ' 

It is.drue that the rise^in prices has been somcwvhat 
retarded by thp Governmental cohtroj o^ hnpo/tant 
-commodititis. ' But it is difficult to see how this 
control is to be maintained and extended in face of 
the continued growth of w^ar bonuses Jo labour of 
.all kinds, accompanied by a continued increase of • 
currency. ' „ 

It w^s declared long ago by representative leaders 
of labour "that "if the cost* of ^living were controlled 
the demdnd Tor bonuses wlmlj c"ase. In spite, 
however," of the great work, of Lord Rhondda and 
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the^’^Food ^’Ministry, war bonuses have increased " 
rapidly. .* • ‘ ^ ** 

it vwis also said that the control of profits^ would 
at once control the bonuses. But here again the 
Government has itself^ takep. over iitiportant ind*ty5- 
tries, and yet t]re dejimnd^foJ bonuses seems rather 
to have been stimulafed. 

\\’hen the Stat'e takes .over industrial capital it* 
takes over also it» burdens— .-and one of the greatest 
of its burdens is the distrest with which labour 
regards capital. In political theoiy Government is 
omnipotent, but in the actual managemeirt of labour 
it is much more feeble than the private employer. 
Government in this country yields much more easily 
to economic pressure, anfl labour seems to regard 
every bonu^ extracted frdm the State as so much 
taken from the old enemy capital. 

The recent history of the coal industry is instruc- «- 
tive. The Governmeht took oyar. the coal mines _ 
i« Febrtiary, 1917. A scale of price? was fixed to 
meet the necessary capital charges and to give fan: 
wages.to labour. Up October, ^giy, efijd again in 
June, '*918, tire price of coal was raised in order 
to give war bonuses to labour. % ” 

The real meaning of fnis rise in price i? that the 
British Government imposes a tax on qoal to benefit 
a favoured clfiss of workers. ** , „ 

An internal tax on coal is one of the worst. ••Coal 
is a necessary^not.onl^' to consumers, but Jo producers. 
Adam Smith even Approved of n hoimiy, on coal , 
(instead of a taxj so as to lower the price in places 
di^itanj; from tl^ic pits. , 

• An export duty on coal was indeed approved (?f by 
the salhie Adam Smith because^ he thought the^home 
consumer should have a preference ! ' ' ' ^ 

But ip the present W ar who would apprerve of 'an ^ 
export duty on tile coall’sent to F3;.ance''and‘ Italy ?,* > 

Germany has# seized the, best @f the French coal* 
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regions. Are we to celebrate the entry o|/the 
fifth year ©1 war by an export duty *011 cohl to 
Frdnce ? <* ' " * • 

In Italy the German propagandism against this 
QOuntry was fostered l^rgel}',by the high prices of 
British goods, especial!}’' coatf The British Govern- 
ment has started recently in ItS.ly a literary couiiter- 
" propagandism. How can it pros|)er if the price of 
BiTcish coal is again to, be rg^isedi 
Coal is only one example. Other favoured classes 
of the workers have been allowed to assume the right 
of private taxation. Recently the bakers in Scot- 
land ha've asked for a ris,e in the price of bread to ^ 
cover a rise in wages^ . ’ 

It 'is of the highest insportance that the effect of 
rationing and the control of prices should not be 
dissipated by bonuses. « 

Such as it is, control of prices is the only remedy 
or palliative of hiilation. 

The war bbnus has been spreading both- upwards 
and downwards. The civil servants, both national > 
and municipal, have had their bonuses ; so l^ai'e the 
little boys and girls who are making hay before they 
are ccught by the new education. 

The w'orst of the war bonuses is that the head of 
the queue gets a second dole before the tail riches 
.thfr shop dooiV The inequity of the war ‘bonus is " 
well- shown by the case of the National Shipyards. 

Jf labour is_ released' from the army it-sivill .bnly be 
allowed „by the' Unions to woTk at civilian rates of 'ri' 
pay. At first sight a most just proviso, but what 
can we think of a system of wages in which it is taken 
for* granted that civilians must always be paid •at 
higher rates than the military on active serTice ? • 

Thrctighoul* the volume it has been constfintly' 
main tamed dhat capital lias had its bonus^es no less 
_ than labour. Inaperiod'^f inflexion capital actively 
employed first feels the beneffl; of the rising prices just ^ 
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as th«| consijmer fee’s the burden. i\part from this 
general prosperity erf capital ^he public has been 
startled^by the exposure of some of the* particular 
bonuses to capital by the Committee on National Ex- 
penditure.^ Compared»jM)vvevcr, with* the aggregate 
war expeiiditure.the iptSil Ic^sds through thes'c parti- 
cular “errors” of^all kinds are relatively siua'l; and 
most of them will *be wiitten off under allowances 
for “ the sanctity erf contracts ” and the customs of 
trade. 

The cumulative effect of the over-payment of 
capital (over-payment, that is to say, having regard 

• to the sacrifices demanded from all in a war for 

national ei^istence) is best realised by the growth of 
the burden of the iiationM debt. The aggregate 
amount of debt has been largely increased by, the 
over-payment of the service? of capital, a»d the 
interest payable on this sum total js far higher than 
it ought to hdve been. , • • 

-‘These lopics have been handled in various chapters 
of this book * and in this place jt is onN necessary 
to refei»to the present situatibn. *At last4;he growth 
of the tiationftl debt (-vvith the iirterest on it) is 
beginning to cause grav*^ concern to all who fsalise 
the meaning in terms pf taxation. 

Unfortunately the number is still rel§,tively small, 
and tha^ big baby, the general putific, is still kept 
from ci;;^ung by two ki|ids of sooi^iing syrup both'yery 
well advertised- • , , • * 

First, the probable amount of the deb*t is greatly 
under-estimated. • It is assumed that when lighting 
stops borrowing will stop. In the fage of German 
disrespect for treaties how long must we allow before 

• our, naval and military expenditure is 'reduced to 
peace level ? How are J^li the unknown elemeirts 
in demobilisation to be met ? How are*we»tb recon- - 
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struct the lost industries and the de's'p.state^'^Iands 
of our allied ? Wheji can our allies repay our loans ? 
How^are \t e to fulfil the promises to labour 6f general 
advancement after the War? When ^vill exports 
^%ain balancS imports ? . 

UntM the normal e'xpgndfc'qfe is covered by ncrnia! 
revenue there must be an increase of debt. 

Secondly, just as the debt is -finder-estimated, the 
mhans of payment are over-estimated. 

Vague talk of the unlimited resources of the British 
Empire must be translated into terms of taxes. 
Taxation is the process by -which these resources 
are utilised for Govemmen-tal purposes. It is clear 
tha-t our old peace taxation will fall far shoTt of normal 
expenses af-ter the War. The increase in peace 
chajges and the charges for the new-- war debt can 
only be met by heavily increased taxation. 

^^at are the new taxes to be ? 

Any great increase of indirect taxation is at once 
ruled out because indirect taxes, to be productn’e, 
*must fall on the masses of the people, and to tax 
the masses in thb “ iiew world ” after the War is 
“ unthinkable.’-^ »- 

Dfrect taxation nieansi taxation of income or 
capital.'^ The rise in the income tax during the hVar 
has magnifipdpts inequities. There is a general'agrce- 
unent that thb" present high rates .ought hot to be 
coptinned (still less increased) without drastiqxeform. 
-^The kind qf reform, however^ that is 'most- pressed 
is the steepening of graduation uptil at the limit the 
millionaire becomes his own book-keeper with a 
reasonable Ih'ing wage. ^ ^ 

Unfortunately, taxation of this kind and degree 
will tend to destroy ^the sources of the higherTneomes'' 
and eventually the yield tp the tax itself. In or(5er to 
;d^i'everft- a Chronic wasting disease of this- character 
some of dur tax-refonnen; g,dv&e a surgical opera- 
tion. They suggest a direct levy on capital to 
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reduct^ the national debt to an amount manageable 
by oi'dinary, though heavy, taxation. 

A nev^ chapter (Part II., Chap. XLVI.) has-been 
introduced, under the title “ The Payment of War 
Debt by the Taxation Capital,” shovving some df 
the dangers and. difn^jl-cies^jOf flip proposed ” levy 
on capital.” 

The* dangers of tlr^ proposal are of two kinds : boJ;h 
of the gravest importance ^as Jifiecdng the War 
itselfe 

The first danger is the support given to the 
popular delusion that the war debt, however great 
.it may be, can be easily met from the wealtli of the 
wealthy, tl!at it is for the wes-ltay^ to choose between 
taxation of their income or “bf their capital, and that 
the masses of ^he people caA go dn comfortably \vith 
their war ‘bonuses. • * • 

One of the persistent aims of this j^ook has been to 
expose this delusion. ’Xhe war bonuses to labour 
and to capital have probably more, than doubled the^ 
real burden of the war debt. Tli|,s war debt, after a? 
certain point is reached, becoAes ah increa^ng source 
of weakness in^he effective conduct ^f the War. 

The second danger of t^e proposed levy on capital 
is that the owners oi capital, especially of large 
ca|5it<lis, will see in it — ^however carefiiily it may 
be guarded by declarations — the”*beginnings* of* 
national* repudiation^^ and of J;he confiscation*, of 
private -property,, the’ en4 of which, things is Bol-- 
shevism. The root idea at the basis of the prema- 
ture peace such as is adumbrated by Lord Lan;> 
downe seems to. be -the fear of social revolution. 

•If some parts of this book have seemed pessimistic 
® regarding the accumulation of public cle'ot and the 
estiihates of national resources, the excuse is -the 
haunting .dread lest money interests ''and''mon^ 
mismanagement may prevail over nv^ral Suty’in the 
last stages of tke struggle.- ' - ' 
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The material l-a^•agcs of the War can restored — 

not easily, “ft is true„but with a great united effort. 
Premature*' peace -with the crimes of Germany and at 
its rulers unpunished will cause irreparable moral 

idSS. ’ r / 

' r r * f J- '‘5- Nicholson. 

, University of EDixErRcii, 

Aiigmi, 1918 . 


Postscript. — Since the above was written aU the 
financial signs of inflation are increasingly adverse : 

— The Economist index number, th.? excess of 
imports over experts, the currency notes, the notes^ 
of the Bank of .Brsgiorid— all have made naw records. 

The supply of all 'kirrds of commodities and of 
services is still falling. '• Coal is severely rationed. 
Passenger trains aremiore restricted. The list of 
the shortages of the necessaries and conveniences of 
life might be indefinitely extended. 

The only Thing that steadily increases is money 
pn all its forms. The latest sign is a threat of the t 
issue of fivTi-shilling notes. , , 

There is a constant struggle to gpt hold, of the 
new, money. The great victor}’ of Marshal Fochhas 
been ceiebrated in this Country by a portentous 
outbreak of^strikes and threafs of strikes in ernploy- 
inq;iits of the greatest national importance. «• ' ' 

The latest official remedy is to make the''\vagcs of 
^the' most favoured" and troublesome « clashes rise 
automatically with the ri^e of'^prices." ,If the 'unrest • ^ 
ip all the other classes is not to 15^e increased it is to 
be hoped that effective means wiU be taken to check 
th» rise in prices. , * ' % 

. . J. *3. N. *». .... 

22 ficpkmher, 591S. * » 
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I y September, ^1914, Mi'. Lloyd George, then 
Ch.-ir'ceh'-fr of the Exchequer, stated that, as in the 
Napoleonic ■';var, wb should \rin in the end by bur 
financial strength. Germany might get the first 
hundred millions as easily as Britain, but Britain 
had far greater staying ptv.vcr. It is not (he said) 
rthe first hundred riuhions that count, but the last. 

In Sepfeniber, igip ■— just «- three years lajter — 
]Mr. Bonar I.aw, Cliancellof bf the Exchequer, stated 
in a public speech that u'itli'out the aid of the Upited 
States tlfc financial posiliDji '' of the Allies gwould 
to-day be very disastrous. 

Did Mr. Lloyd George mean.’ that the British 
Empire could hold on until the intervention of the 
United States ? Certainly not. „ * 

Perhaps it may ba- thougfit that Mr. '^^^onar Law 
exaggerated. •Where, it ’mayr be asked, are the signs 
in this country of financial disaster or of thdVneed 

k/ ft. 

of American support J 

;Tlfe recognised test of national financial strength 
is natioT|al income. The imposing figures — too oitcj-i. 
p)arade4 at the beginning .'i' iiie vhr — of the c;'j«ital 
value wf tife,. United Kingdom orj,of,the British. 
Empire are all based on estimates of haidonal or 
imperial income. »• 

Does the natfioml income of the Unified Kingdom 
show any signs of falling off owing to Gie exhaustion 
of ^he'War ? Are the signs ^ (such asr they^ are) 
suggestive of coming disaster ? 

On Juty 26, 191;^, the Financial Secreta;cy to tSe - 
Treasury stated in ' thCj^Etouse of Cqrani'As that thep 
gross income brought undpr the notice of the 'Inland 
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Revenue for the year 1913-14 was ;;^i,,i67,i84,289, 
whilst for the year 1916-17 the gross income (esti- 
mated) was 5^1,670,000,000. Of course the estimate 
is not on quite the same basis, but roughly it means 
t-hat the income of the riche’- classes has increased 
by about 50 per cent. ■ _ 

Incidentally, it may be obseryed that the total 
revenue from taxation for the last financial* year 
(1916-17) was about the same as this increase since 
the War in the gross income of the richer classes. 

Unfortunately the Labour Department of the 
Board of Trade has not ^iven a similar estimate of 
the remaining gross incoqre of the nation, but it is ^ 
probable that the ingreas^ in family earnings of the 
working classes is over 5^ per cent. Since February, 
191^ there have been published ^ evejy month in 
the 'Labour Gazette reewds of increases 4 n wages. 
Here is the latest available : “ The changes reported 
as taking place fiici August, '' 1917, affected nearly 
1,400,000 workpeople and resulted in a net increase 
of nearly 5^180, ooo_ per week." * This gives more 
than 2s. 6^? per h6ad p:c:r week. 

The increase.^- in earnhigs not recorded in the 
Laho’^lf Gazette, but revealed incidentally in the 
police eburts in proceedings, against women and 
children, show still greater signs of prosperity-. 
soldier’s wife,'''\vith over £400 a yeal froiii allow- 
ances and famity earnings, cannot controF a child 
of fourteen, who earns £2 a weex. A nriwiitio^f maker 
of twenty /whose earnings* average week and 

sometimes reach £12, is fined a* week’s wages for 
not paying his incoipe tax. ^ , 

The director of the economy campaign assents 
that his greatest difficulty is found in the high money ^ 
wages and faifiily e&nings of the workers in n^ni- 
tfOns and other industries favoured by the War. 
The*trut?i is that the grfwth (Measured in money) 

*** * Labcuir Sejastenibers 1917, PB312. 
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of the national income during the three years of"" 
War has ^-eatly suxpassed all the reemsds of peace. 

Nor^wlten we turn to the trOvernmeMtal expendi- 
.ture do we discover any signs of national distress. 
Quite the contrary. ^very^dJly we read of increases 
in public expenditure^* not only for the conduct of ' 
the War, but for the^beneflft or cbmfort of the people. 
The. bureaucracy* grows apace. New offices of all 
kind.s are multiplied ,and manned (or womaimed) 
by increasing staffs with increasing wages. Where 
are the signs of a depleted Exchequer or of coming 
disaster (but for the support of the United States) ? 

Those who are callous tb generalities may perhaps 
be prickeil by a particular instance. The four-pouiicl 
loaf nearly touched a slfyjing. (In the Napoleonic 
wars it nea.rly touched two shiilings.) A benevolent 
Govermp-enf became concgraied for the standtird of 
comfort of the working classes and for the eSicicncy * 
of their labour. A gireat effort vTafi made to reduce 
the price of the loaf to yd. The cost erf the necessary 
subsidy to the nation is estimated at anything freffn 
;£30 ,ooo,ooo to £40,000, ooc^ a “year. AVe may be 
sure that, as usual, *the maximum^ will I 5 e the mini- 
mum. Forty million ^»o;xnds a year is aboy.t one • 
quarter of the whole revenue from taxes before the 

This^example of Governmental »«cdnomy is__ full 
of lessens in simple arithmetic. Here is. another. 
According ^to the rfmod Coitti'oller’s reckoning ji 
family of fivxfis Axpp«>sedrto consumh fite four-pound 
loaves per week.' According to the figures quoted 
above, about a million and a-half of the workers 
rcceivfed per head, in August, bonuses’ of more Than 
2s. 6d.^&. week. The loaf has risen sixpence from the 
pre-War figure, or for a family of five the cost of 
bread is 2s. td. greater — fliat is, just about_tlie Bonus., 
per heaCi of the workers? mentioned.* -n ' ^ 


* C/., Part Il.j^Cliap. XU, ori^' Gluttony iUwar-Time,” p-‘ 446. 
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- It is perfectly plain that an allowance in aid of 
old-age pensioners and others who realty feel the 
rise in the price, of hrefad could fiavc been^ obtained 
at a fnretion of the cost. As it is, the subsidy given 
where it is not needed ■encourages the waste of bread 
wiien more than ever eebnomy is necessary. 

In the outpouring of the public money everyone 
has regretted that the men a doing . the 

fighting got nothing. An official calculation, given 
recently in the House of CGniniorrs, put the pay of 
the common soldier at about 30s. a week. Of this 
sum 20.9. per week was for board and lodging ! The 
true joke is no joke. Board and lodging in the 
trenches — 20s. ! When the War is costing; us eight 
millions a da}^ no oile ■'^*ould grudge spending a 
million a week more qn raiding the pay of the fight- 
ing men. But again^^ the GovernmeiTt made no 
discrimhiation between active and passive service 
in the distribution of £50,000,000 (for the first 
year). , ‘ 

•r Coincidentally with the belated rise in the Navy 
and Army, .the mp-nitipners i-eceive not only an 
increase of -pay shading down "from 2s. 6d. a day 
. (against the Toinmies’ 6«^.),..but are relieved* of the 
discipline-that curbed theimfreedom of movement, 
and are encouraged to move by free railway pass es. 
This at the time when Sir W. ^obepiison is 
sajdfig that we can only win the War with the 
greatest effort of econiomy and (efficiency behiad the 
I'mes. 

But to* return to the main question— Can we 
suppose that we really need financial assistance from 
the United S^yites when the» natfonai income Bas 
been growing by leaps and bounds, and • we ar& 
throwing, awaj'^ millitms of public money witliput 
taJj^iiKg the trouble to do <a few simple sums ? Is 
'it not plahi J,liat we are Stilij^a very wealthy*nation ? 

^ If we canstill i^Tford to s^ivi eight millions a day 



wliy sliciujd all our cheerfulness be spoiled by tall?' 
of American assistan-ce ? Last year we raised a 
thoujurird millions in a big loan. Mdiy not niisi.! 
another thousa:id this year ? A thousand millions 
(we arc assured) is^less thaii one year’s iacomij of 
the riclier classes, hjost ofe the money borrowed is ' 
poured out uuthiir^the c&untrj?' and can be mopped 
up- again by af>:other loan, and so on. After the 
War boom wc ipay look fc»rward to a peace boom. 
Borrowing for rcconstrnctkin rvii 1 follow the borrowing 
for destruction. Still more abounding prosperifcv' 
mat' lie expected. \^’'e sliall show to a wondering 
^^a■u•ld that the glories o'f the fabulous G'oldcn Age 
arc as nothing to the real glories of our actual Age 
of Paper. Such is thly optimist’s picture'" of the 
present and future statc^of the nation. 

Why^ thtm, slioulcl the Chancellor of the Exchequer 
be so gloomy when all the signs are so fav%\irable ? , 
The ansv/er is thafe these apparept signs of financial 
strcngtJi — tlie increasti in national income, the rise 
in wages and in profits, the growth in public expen- 
diture of all kinds — these .sigiTs. of prosperity, when 
properly interpreted, are not si^'ns of vigour and 
strength, but of weakness. The glow is -.not the 
glow of health, but of* 'fever. The old name for the 
— p ,Ld malady is inflation. The beginnings of it, as with 
raanrv'hheiv, diseases, are pleasant- --the end, if it is 
not checked in time, is industrial anarchy, §pcli as 
we se?e in +hese laskdays in Russia. ' ^ 

A 'disease is 'noiyc tLe less a dis(^ase if called *by 
another name. 'Inflation is a word with' un pleasing" 
associations — it's^iggests contributory negligence on 
the part of the smfferCr. It is much nicer to sa^' that 
the pfalady (if it is a malady) is caused by the 
expenditure of borrowed money aird that the extra- 
vagant expenditure of 'loans is the piecejsaiy'' .out- 
come o'f war. &,it wlifre "does the bosrowQd mone.y 

come from ? If it i? nbt old moitev, it must be new 
* V. ' “ 
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'money — new money manufactured to uieet the 
expenses of the War. So we come back^agam to 
inflation. r “ ^ 

In other words a public loan can only be expended 
on ,the multitudinous forms of labour and capital 
foy being pulverised into" the diSercnt kinds of cur- 
rency required — cheques for thi^ contractors and 
notes and silver for the men. (See Part I., Chap. V., 
on the Statistical .Aspects of Inflation.) Those who 
deny inflation must explain how else the money, 
i.e., the spending power of the State, is obtained. 

If it is not got from taxes, or from real savings and 
economies; or from sales of ‘^exports, or returns from 
foreign investments, and the other resources of 
peace, Vvhere does it come ,ffom ? 

The financial question of the most vital inrportancc 
at the present time is the great and continuous inse 
, in prices? 

A rise in prices^ vealty due to scarcity, even of 
necessaries, might be submitted to as part of the 
eviis of war. Such a trise might be beneficial if wages 
were not raised by ^bnforcing general economies. 
But when the rise in prices is Universal, an,d the 
workers^.see (or sa}^) that the first and biggest share 
is taken by The seliei's of the things — wlivether makers 
or distributors— they clamour for their own f4«&«'- 
share The stronger the Trade Union The greater 
and' the quicker is the rise in wages. Onty adter a 
long pferiod of hope deferred does the rige extend 
to the weaker •classes — weaker, that iS tofoay, econo- 
mically— the soldiers and sailors, the old-age pen- 
sioners, and the like. The widows and children who 
depend on theV insurances made Sy "the lifelong ^ 
efforts of fathers and husbands instead bfr. any 
compensation, suffer further loss by the fall in the 
capital® vajpe ufoen the trusU funds are realised. 

iThe Avoxst of it is^hat thos^' of thg W'orking '’classes 
who get -most of tile bonuses^ are also the most dis- 
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contented. They ask for more long before the*" 
weaker members have got ajry share at all. 

Rteing prices due to inflation move in a vicious 
circle of increasing evils — increasing inequalities of 
sacrifice and increasing , inequalities of uncai^ned 
increments. Jnfla^ioir is oiie of the worst forms of ' 
indirect taxation. ''Suefi are The coiv.monvhices of 
economic theor5' confirmed by the financial history 
of every country. (See Part II., Chap. XLIL, p. 458.) 

Not only is the rise in prices the root cause of 
industrial unrest through overpayments and under- 
payments, hut it brings.other evils in its train more 
alarming to the Clumcelior of the Exchequer and 
the gretit financial interests, There is, in particular, 
the growth of the adverse balance of indebtedness 
to foreigu countries. Hithe'/to, we have struggled " 
along ■by the export of .^x-c-urities- — the fimits of real 
savings and enterprise — and by borrow!]^ abroad 
at high rates of interest. , 

The warning of" Sir R. M. flvindcrslcy — the 
Director of War Savings — can no longer beTdis- 
regarded : “ These sales c” ( f.c., of American securi- 
ties) » " are, now' practically at §,n enll and we are 
brought face to facefivvith our O'wn shortcomings in 
regard to economy. The only sound- method of 
'’^HrFirancing war is "from savings of ^ expenditure on 
unn(5'cessafy goods and services -by the individuals 
of tile nation. The raising of money by a^y other 
meins must of fiecessity lead to inflation' of ^ the 
currenejx’* ” '' "" * v 

The soriouspess of the foreign trade position fs 
now made moj:e clear by the publication of the full 
T'etinT:5. iTp to last July most of the exp^iditure 
on 'Governmental account had been, omitted. By 
the latest returns (August, rqiy) tlie adversre balance 
w^orksout for the year at the rate of ahout;^55C>,oa©,poo 
as compared with /ri20,ooo,opo irrt, normal peace 
times. Lo^d. Rhoiiddh has sjafed recently that" for' 
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7jiirselves and our Allies we shall have to f>urchasc 
this coming yehr from Anierica /350, 000,000 worth 
of food. ^ 

Let us^iot be deceived by the unlimited /esonrees 
of tJ.it' United States. It is onl^-rten years "since the 
"United States passed through a severe crisis whidi 
was the culmination of a periotT of nrosper’ty (and 
inflation) far less in degree, and uVe less :,.rtificlal 
in kind, than that of thcr present War. It is only 
three years since we were boasting of the unlimited 
resources of the British Empire. These resources 
are still unlimited from thCfStandpoint of economic 
geograplij^" but not from the- standpoint of meeting 
an unlimited adverse baJanc^ of trade. 

These prefatory colrsidetations reay« serve to 
explain v^Jiy.-so much of theTU'csent book is occupied 
Avith ciuestions connected with prices. 

The book is divided into t^jc" parts. In Part I. 
are discussed sdine of the most difficult questions 
regarding inflation, the meanings of the terms 
(Chap. IV.) and the Statistical aspects (Chap. V.). 
The chapter '^on John Law (VI.) and that or. the 
Napoleonic war period (X.) are intended to give 
historical srq)port to the treaxment of the present- 
day problem ot inflaticn. The chapter on Indi^TT*^ 
Cur3;ency and Finance (III.) was included at- 'first 
on accepant of the importance of the development 
of ^lie ■’gold-exchange standard, qi xyhich nt is i'thc 
leading e.xampiie. 'The receffit rilfe in tire price of 
silver to 55 pence per ounce (September, 1917), and 
the proposal to_^ replace the rupee l>y small notes, ^ 
make *he problem of Indian currency*^ one 07 the r-. 
most difficult and pressing with which the Go\-yrn- 
ment has to deal.* ^ ^ 

dn-Part J.,are also chapters, dealing vvith so^ne of 
.the more ' geirbral ,^questions'j^ of ecfonomic policy. 

a month silver had aaiin fallen to ja^'pencc. 
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Herr Naiimann’s famous book on Coiitral Europe 
is examined (Chap. VIII), apd an actuuni is given 
of tlicf' tardy recognition by Germany of the greatest 
of her economic prophets, Fricdricli List. The 
chapter oh Trade aSter tl've ^Var (IX.) has for*- the 
leading idea that tl^ •difficulties of Bri t-un v/ill arise 
more from the distribution than from the production 
of wealth.. **■ 

There will be great disturbances in the old relations 
of labour and caj^ital. During the War I'.rgardsed 
labour has found the threat of a strike (eA'en tlioiigli 
that strike was illegal) , sufficient to enforce any 
demand, and capita! was able to give Incn'asing 
money fVages because 1^he prices of products were 
constantly rising ihrouj^t the inflation. But when 
prices begiia to^fall, how" are the demands of labour 
to be met even for the* pc^nnanence of tiie War 
bonuses ? How is the State to provide the lunds for 
all the social deraanS§ of labour) for the iiew houses, 
for the education of the children to higher ages — the 
very children who are now earning more than their 
fathers did in peac,g-time-^ancrfor the- fulfilment of 
all tire other dreams of after th^i War ? The con- 
scription of wealth will receive new interps'etation 
and new encouragenrent. 

*“®'^here will also be a great disturbance in our 
tradi-Ronal ’’policy of foreign trade. There cjirL be 
little '"doubt that the national scntimcBt jpf this 
comitry wiU npt admit the '"restoration of pih-War 
relations until we aie well assured tiiat"fhe repentance, 
of Germany for j;he breaking up of tlie laws of nations 
and ,of the c^iviUsation of centuries is not merely a 

»«■. regrebfor failure, but a return to common hun»anity. 
The dura.tion and intensity of the economic boycott 
— ^-eveii if we also lose^by ir — will depend 'on the 
evidenpes of the reality of the repej^taipoe. " 

Part II. is made up oya series of papers — extending 

over the first three Vetrs of the War 
" k,. 
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s, T)rivileged to publish in the Scotsman. ^ During a 
period when .complaints were common o’f the sup- 
pression of the real freedom of the Press,' I ^'alued 
highly the unfettered hospitality of the columns of 
a leading journal. In’ return J tried to the best of 
niy ability to apply thr-oughojlt the test of patriotic 
duty. Many of the' papers were re-v-nritten five or 
six times in the search for the right combinaticm of 
judicial fairness with practical emphasis. In these 
papers the main object was to point out the con- 
sequences of the policy actually adopted. The 
dangers foretold of the neglect of well-tried economic 
principles have been only too fully realised. The 
only hope for any real change in economic, npolicy is 
the realisation of the error.f''in the past. 

In the actual condirct of ^he War acknow- 

ledged? and amended great mistakes ; witness the 
Dardarrelles and Dilesopotaraia. In dhrlomacy also 
we erred, repented, ^and reformed. In both war and 
diplomacy we can now look back on three 5^ears of 
striving With satisfaction at the broad resufts. We 
have surpasstjd Germfany-,in military power, and wc 
have won o'ver to our side the "greater part x>f the 
world, a 

But ' in ^regard to our economic and financial 
policy no mistakes are admitted. We speak 
thc^complacen'cj’iof a heathenish Turk of war"prices 
ana e.xtravagance and backsheesh as if they had 
been inevitable. « 

Granted, that from a bakneifig of various causes 
' some rise in prices was probable anM some extrava- 
gance unavoidable, it is foolish to fay that none of 
the causes are^^cUnder human control, "and that we.>.. 
must go on in the way we have begun. *• 

In economic affairs - everything turns on degree. 
Bv—iifeensible . degrees we ’"pass from laziness to 
over-fatigue, from prodigalit3'( to pe^iuriousness, from 
dull routine to wild speculatiijn-'-in the^whole sphere 
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of economic activity, as in most of the concerns of " 
life, we have to steer betweeij the too touch and the 
too lil^le! • 

Once on a time we were told that sickness in 
Mesopotamia was inevitable *and bloodshed in*the 
Dardanelles. .Granj;^, but* what we wanted to 
know was — How muc!h of ^he bloodshed and sickness 
might have bee?f avoided ? How could the evils 
already incurred fee remedied ? * 

The mistakes in our financial policy have arisen 
because, instead of following any settled prin- 
ciples, we have practise^ a careless opportunism. 
Deluded by glouaiig estimates of the monby value 
of the British Ivmpirc, we have neglected not only 
economic principles, but^lemcntary rules of* sound 
business. • . i .. 

An}’ satisfaction that might be felt in the a^euracy 
of the forecast in these papers is overwhelmed by 
the fear that even nd\^ the warning from the past 
will not be heeded. ' 

There is no sign of any real clieck on our reckless 
extravagance. To get one*B bit of waT^ bonus, not 
to beas one’s.bit of war burden, is, the great object. 

' The war bonus has spread like an ill weed ove^, e^’•ery ' 
field of the nation’s ^aettvit}^ ; over the great fields 
the little fields — always excepting the fields 
under Ifcilitafy discipline. 

In aVar for national existence the rulctought to 
have ^eenethat ^for* every kind of ^service required 
the State slfoulS. p^^ ie*ss than in' peaCe-J;ime — the 
difference being put down to patriotism. When .we 
relied,, as at first, we did, on the vohyitary system, 
ji.n appeal should have been made tef patriotism for 
the prevision of the materials of war as it was made 
for* the provision of the lives. "Why '’should the best 
of our young men be encouraged t© epHst 
beggarly rate of ply andlthose left.^ehihd be allowed- 
to take advantage of 1:h& depleted 'labour market to 
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get extravagant wages even for rr'ar work behind 
the lines ? ^ , 

When the \-oluntary system was repiaced by 
coiiscripti<er: for the Army, and the supply' oi labour 
v.'as still more contracte'd, was the labour left 
behind allowed to get higher ind higher pay' ? \\liy^ 
should niillicns be put under the mpst severe military 
discipline arxi other millions be bribed not to strike ? 
Tiiefe is no escape froid the iogic'al conclusion that 
the compulsion of life includes morally all the' lesser 
industrial compulsions. Hitherto avoidance of indus- 
trial corqpulsion in this country’ has only^ led to gross 
extravagance — in itself a* great national danger, 
although (thanks to the intervention of the United 
States) not so glaring and. fateful as the anarchisms 
of Rrissia. Let us beware lest we h'ave to invent an 
English word for Soviiimn. ” 

Capital in all its~ forms has Ijad its bonuses and its 
anarchic freedoih no less tlian labour. In fact, 
die wage bonuses ..were justified by their receivers 
chiefly’ for two reasons— the rise in profits and the 
consequent rise (so’’ they say^) ef the cost of living. 
It is true historically (as often pointed out in the 
foUoWing pages) that in any inflation of prices as a 
rule capital gains at the expense of labour. ’■ If only 
labour knew,<'Xlabour itself has most^to gaj.n from 
a'p^eneral fall in prices. 

FcJftuhatelyp in the-courseof j;he War capital has 
been placed more and more u^ider^ confrol. Excess 
profits have been taxed, and profiteering has been 
pe'nalised. But with financial diseases prevention 
is also better: than cure. The excess profits are 
calculated from a liberal estimate of the pre-War 
rate. , To leave the sources of revenue unimpairerl — 
^^ether of capital or labour- — is no doubt the wisest 
maxim oT fiiy^nce. But to keep capital unimpaired is 
one thing — fo ke^p up the TjCrWair rate of net profit 
is another. To give a ¥/q''^ bonus is shrill another. 
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In spite Qf the assurance of the ChdMcdlor of the 
Exchequer^ on the ere of the ksiie of the last great 
\¥ar LoSn that ne\'er again v/otild the British Govern- 
ment offer such favourable te/ms, a new issue of 
bonds is now' being mai^e (0«tpber, 1917), unlimited 
in amount, with. bonq»ses o^ a niQre attractive kind. 
According to one (^Jculator, the letter of Mr. Bonar 
Latv’s* promise is Srictly kept because the yield to 
the new bonds is actualty id. per cent, below the 
3'ieid to the last loan — but even this calculator 
admits there are other attractions, and presimiabh' 
they have some monetary value. Other calculators 


.make the terms of the praeent issue less fa' 
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to the State. From the ipegiKuing of tlie waf our 
public loans have been inaVred bj* complicated and 
e.xpensive War bonuses, Tire cumulative effect has 
been to greatly raise the itite of interest paid 1.y\' 
the British Government. Not onl}’ w'as a Iiiglicr 
rate paid than was ne^essarj' or desirable, but the 
pernicious bonus was thrown ii\ of 'the right of. 
conversion into anj' higher rate.* pther Governments' 
have followed the exai:sple. Even" the Uhfted States, 
which began \\iiell, seems in danger ©f following our 
unfortunate lead — which, bv the wav, was^^mnh' 
justified by its promoters by the supposed Meed for 
atti'Sfting foreign money. r, 

The s^fange “thing is that at the be'ginning of 
War the*Governmentpook the very wdsc precaution 
of con-Orollin^'^both i^recylation and the issue ofi 
new capital— and ^ \’et, having made for ^itself a 
bu3’er’s monopoly »of loanable capital, never madx' 
the least use ofpt. , *. 

^ Seeonllie Policy of CompuLsorv Borr.wviiijd, Part II., Ch:\ps. XXX.li., 
^xxxYn.,xxxi., Jtc. “ ' " 

j There is no getting away from the fact tnat >pef:f?ilation in the Slock. 
Exchange is increasing every week.® The ganiblirig™ror it 
deserves any aPther name— is i'osterjgd larg<.-h' by the ."ame who 

for months past have proved the Viop ci Stock ,j.Exchange markets all ^ 
round, namely, the province-., jjarV'^viilarly tho.-e ^.vhere large niimey is 
being made in connect^n Aviih war work of < iae ki^Hl or anothe'r. ... 
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At the end of the War these high rates paid on the 
enormous public detjts may endanger the security 
of property. A low rate of interest would h^ve been 
a kind of cheap insurance. 

To summarise:— The ^ root ^evil pf our financial 
policy has been the extravagant paj-rnents made by 
the State for all the services reduired for the‘‘ War, 
whether of capital or labour — always excepting the 
labour of the actual fighting. The extravagance has 
only been made possible by inflation. The fruits of 
the evil are the waste pf national resources, the 
increase in the inequities .-of distribution, and , worst 
of all, a degradation af the soul of the nation. 

We entered this War, ndt with the hope of economic 
gain, but with the Certaihty of econoiP-ic loss to the 
people of this generation as a whole. Justice and 
liberty at the beginning of the War were not names, 
but things worth" fighting fp^. In the course of the 
War these high aims have been obscured by the 
'pursuit of gain. 'The greatest national effort ever 
shown by_ this country has bpen the creation of a 
national army surpassing in military, power that of 
Ge^panJ^ The worst disgrace ever inscribed in our 
annals would be far sur|!>assed if in the end this 
mighty effort and this unequalled sacrifice of-r?tir 
hegt lives were rendered vain by the m-lsuse and 
the^corrupting influence of that very mon'ey power 


AlUioiigli then? *is a "''new Nat ionalfiWar9Loann:)0 lore the pu*bUc to-day 
speciilation^is going on with increasing vigour."— 13th October, 
iQi /. It is explained that one stimulus to the peculation is the desire to 
avoid the excess piohts tax. In a letter ( Jun(^ 1916) to Mr. McKenna as 
Chancellor of Exchequer, I suggested tjiat in niak^g any kiin;! of invest - 
meii/ at the same ^lirnc a pro raia amount of some kind of var loan should 
be taken compulsorily. The rates might be varied indefinitely btTdi 
qualitatively and quantitatively. With compulsion all r^iind—when 
inciden tally the conscripted*" small man loses not only his liberty TAit his 
bus:>‘^ 3 ss — why shoidd Ihe makers ci war profits not be guided in the wav 
duty ? ,-lnstcad they are priviie^-ed to put in Treasurv Bills at high 
. rates of intcrcift all the money i:h(|y think dhey may require at short 
notice, and they can '^fmble with th 4 repainSer instead of lending to the 
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on which at the beginning of the War we most relied 
to outlast the enemy. 


I am indebted to the editors and proprietors of 
the Quarterly Reviein),.^ the pdjnomic Journal, the 
Journal of the Royal SMtistiedi Society, the Scottish 
Historical Review, and the 'lAnnaMst (New York) for 
the previous publSation of the materials of Part L, 
and to the Scotsman^ for JPart 11. }.fis5 M. ‘T. 
Rankin, M.A., at present acting as my assistant in 
the University, has kindly looked over all the 
proofs and made the Index. 

' J. S. Nicholson. 
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CHAPTEll I 

PRICES BEFORE THE WAR AXD TflJi QUANTITY 

TtlEORY OF HONEY 

♦ 

Historical iKTiroDuciiox 

ff> 

[After ihc. Franco-German War a great fall in prices 
occurred («^’S73-96) . Accordiiigffto Saiiei. beck's index number 
(a'ccro.ge prices 1867-77 = 100) the level in 1873 wns iii, 
and had fallen in iSvaG to 6,1. The fall had been more or less 
continuous, with occasional ui.)ward nnA'euief-ts (e.g., 1879- 
and 1SS7-89), and the minimum was reached in 1896. 

By 1907 the index mmiber ht.d ri^en to 8 ( 7 , :ind in 1913 
to 86, but for aJ)out a year before the v^ar there was a fall 
to 82. In less than three years of war, i\hircii, 19W, the 
index number rose to 168. ^ 

TlLCse very great changes ought to thro^v liglit on llie 
causes affccting'genv:‘ra] prices. The ■roilc^\^mg ossa}- (\v.rL^-^‘n 
in 1912) Vicals mainly v/itlfthc pre-vrar rise in prices -aft er 
1896, byit grea t light is rhrown on tnis ris^: by a prelim. uiary 
study of the preceding tall in prices (1873 -9(5). 

Of tlxis very renj^trkable fall in prices- ---pi-actic'ally do 
one-half of the former level — \'arioiis expla.naiio.iis were 

•t f - r 

.Sloven at ,the time, and were much discuss'ed in the great 
bi-metaKic controversy. 

Tiie causes then assigned for this fall may be dii-ideclinto 
two main groups : (i) 'i'hose conncctcxl with' conjmodities *• 

First published in the fiitcuialy 1912. Tltc^ 

I-Ubloricai iiitmcliictifn wTiiteti Sep^'-ember, n.u/, ^ ^ 
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(2) monetary causes connected with the precious metals, 
currency and credit. r " 

In every great change of prices of historical impoitarKre - 

e.g,, in the tnousition from the mediccval to the modern 
pefiod, in the sixteenth century- — the controversy as to 
causes is marked by a siiiiiliir division. Attention is first 
called to commodity, and later to monetary, causes. This 
order of inquiry is quite natural, because any general rise 
of prices is observed first of all in its particular manifesta- 
tions. Each price is always affected also by its 

own particular influences of demand and supply. In the 
case of any pai'ticiilar fall in price the first cacisc usually 
assigned is over-abundance of the c;oinniodity. As [iie fall 
in pripcs is obrcrvcd to '•become more and more general it 
is ascribed to general over-production. Next in popularity 
to over-production as a cause of low prices (on tlie com- 
modity side) is the fall indhe elements of cost of p;roduction, 
including freights. These two causes are often combined. 
After 1873 it was observed tliaE there were great develop- 
nicnts of production^in new countries, and these excessive 
supplies were dumped into Europe by improved transport. 
The revolution in tmhspoiT in the^last quarter of the nine- 
teenth centiiiy, af''‘cording to Dr. Marshal^ was more far- 
reaching than the celebrated^ industrial revolulior. of the 
end of th& eighteenth. 

Those who objected to over-production and improveiiTenfS 
as^die main causes of the fall (1S73- 96) contended that the 
comye Ox industrial progress ‘’Sid been more or%ss con- 
■tinuous from, the thirteenth ^ cen|urj^ ^-onvcafds, eyid that 
progress tad been marked both in pciaods of rising and of 
falling prices.^' Accordingly they sought for the principal 
causes of the , great fall in price.s^ in nronqtary changes. In 
pariicular they pointed to the demonetisation of silver 1^^ 
Germany (with the substitution of gold) and to tfie falling- 
off ia the pireduction of gold. 

""In thiSrar^-fiment the appecjl was ;^enerally iqade to the 

* Nicvaolsou’s “ Priuuipics of Political iLconomv,” bk. iv., chau. ill, S 7 
rol ii., p. 65. f *■ I ' \ 
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quantity theory of nione}” in a very simple form . The supply 
of gold had fallen and the demand increased. Therefore 
its valuS had risen. A rise in the "value of g1:)ld means an 
increase in its purchasing power. This again means a 
general fall in pricers. ^V^at could be more simple ? * • 

This explanation of tiie fall^in pri^'cs seemed to be con- 
firmed when in iSql^the reaction set in. Impro\^ements in 
production and transport still continued , but prices rose 
instead of falling. On the othcc hand, thei'c was a great 
increase in the supplies of gold in South Africa, Noi-tli 
America, and other places. With the increase in gold there 
was also a great expansion ef credit and rcpresc'iilative 
money. Again tlie quantity- Ihee.ry was applied and set-med 
to fit 11)0 facts, * 

r(;:-n-sp(;iic:’ng to this practical controversy on the general 
movements in* prices there had arisen a thooretica[ con- 
troversy ofi the quantity tlieoiy^itself. In its simpleiirt form, 
in which it is supposed that general j^riccs move upwards 
and downwards exactly h. proportion to the increase or 
decrease in the quantity (and rapidhy of^ciivnlation) of 
money, it was observed that the thpoiy was only tenablb 
under simple conditions«»which ^vere far i'emo\^d from the 
actual. ® m 

As was shown in my Treatise on ]\Ioney (firstf pub- 
lished in 1 SS 9 ), the simple quantity theory is only true in 
\Vhat I called a hypothetical marked wliich ^^u.s ulierlv' 
unlike oui modern suark'els^.,^ If. Ihcu, the cjuantlly thr!r:y 
was still to be used fi>r fiic S^>ianatii»n of tru' acln7u cuiirse 
of pricciR it iiArst b<> in 9 , mq^liried or clereJtq-xpl form, li? 
this developed form pll the \'arioiis causes affectivyg general 
movements of pi'ice:.*' must be subsiuneu, c.g., the voluine 
of trade, the extension of markcets, and irnpro‘vem(iiis in 
t^.e supplies of commodities on tlie one ‘-ule, and (Virtlie 
other side the si.!|>j) 1 }; of gold and of the various forms of 
repi-eseiitative monc}' and credit. 

The quantity theory of inoney devc-loped^ in^ ihis way 
gives a basis of r(x;‘.onciliati<:)u to the c<>riiUetirig explanations 
resting on comniodities and money' i\;spct>ti\'jdiy. Hath sets 
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of causes luiist be taken into account. Even in its suupicst 
form the supply of moncrc must always be takpn with the 
doinand for it as for example, by the volume 

of ii'adr-. The exchange value of money, like all other values, 
n!ust depend on demand alid suppl}'. 

Blit v'liat is the supply of ^nonejr? What is the demand 
for it ? And what is the nature of tl;!,^ equilibrium eslcib- 
hshcyl between the two ? 

Each of thi'se questioiiS on examination is found to 
presont great difficulties. Under the supply of money are 
we to iricli.ide only gold, or are all those things to be included 
whicli in fact pi-rhinn monetury functions ? In pjarticular, 
arc cheques to be iiu 'hided iirthe quantity of nioncy when 
we are apiaying tlie quaiitity theory ? 

Similar dilTicuUies arise iff the interpretation of demand. 
Arc we to look only to the mass of commo'dities and the 
\T)lum»-of trade ? Do not {he payment of wages, the pa}^- 
ment for stock exchange securities, and other payments 
involve a demand for frionev' ? ^ 

. The dilV.ciiiiirs in. this developed quantity theory led 
certain economists toTts abandonment as a worn-out or 
useh.-ssly' complex set of liypotlie^js — like the cycles and 
epicyclys of the old astronomy. This view^was ref)resented 
in tiicdclaborate work of Professor J. Laurence Laughlin on 
the '' Principles of Money '' (1903)-. 

Tlie importance^of the development of thg credit forms of 
niufley was sj)ccia]jy shown bvTlr. Hartley Witliv;rs in his 

Meiining of Money '' (7909). "Mr. ^Vithers himseif,.(foll;j\v- 
mg Bsgeiiol). duly emphasised tlu^ importcPice of the gold 
basis. Ihit the structure of credit S'Uperimposcd seemed 
soTarge that most readers began to tlihik the magnitude of 
1];e Joundatioirs^ was of little impertaneb. A certain amount 
of gold was supposed to be necessary to meet the seasonal 
demands for internal purposes and to meet occ-asiopad. 
foreign dem.ands, but it was implied that there was no 
assignable? proportion betweerr the quantity of gold money 
^ and the level of prices (say) in B-ngland. 

The rehabilita.tron of thepquantity tlmory as applied to 
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gold was undortakeij. by Professor Irving Fisher in his work 
on the " Purchasing Power of Mpney (1911). hlere the 
leading ^dea was that other forms of represcn-tativo money, 
notably bank deposits, were proportioned to the quantity 
of gold held by the banks. The proportion varied in diffe^nt 
countries, and in the s*^me country at different times, but 
given the necessarjj^ statistics the p'oportion could be 
ascertained. It was assumed that with every increase of 
gold held by the banks there wa^ a determinate increase in 
the representative money. The total volume; of money, 
coin and credit compared with tlio volume of trade deter- 
mined the level of prices in the^^iarticukir country concerned. 

The fundamental ijuportamre of gold in the delerniination 
of world prices v;as e.;mp]uisised by Sir David ’P>arl)our, ilio 
well-known authority on tlu> theory of bi-ivivlaliism or>d 
on the praclioal application e')f the efuantity to Indian 

currency.'^ 

In the development of the quantity theory on the lines 
of Professor risiiur furie^amental diltiiiilties are found in 
the relation of national prices to internationiil or world 
prices. These difficulties became ^apparent both on the 
side of theory and of ^practicc^- in the development of the 
gold-exchange ^standard. This sj-'stv-ni, is noticed at the 
end of the present essajg but is more fully considefpd later 
on (Chap. III., p. 47). ^ 

To bring this short siirvc}' up to date I iiyiy add that llic 
ideas af the root of the gold-exchange a nclard in F^iajpc 
have been well explained by JMr. J. M. Keynes in therintro- 
diictioji to his bopk on Indian CuriYiicy and Finan:-:;/' 
(igig) . A coinplele Ivistory is given in Professor Keinmerer’s 

aiudern Currency Reforms'' (1917).] 
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§ I, Practical Importakce of ti-ie Question 

The rccent^rise in prices, ;,S|RTiri--y in the a-rtic^les that 
enter into the c..,:nsr:;T.ptio-n of the masses of the people, 
has been so widespread and accompanied by such symptoms 
of social unrest that it has ‘aroused the interest not onty of 
economists and statist-icians,^ but el the general politician 
and the general reader. What are thowccaises of the rise- ? 
Hem* much longer will it continue ? What are the remedies 
for the evils ? Tiiose are questions being ashed on all sides. 
vSome of the consequences of a general rise in prices are 
olmTOiis, and none the less serious and difficult to adjust 
!)ccaas-;.; they are plain to vicTc. Even in this age of legisla- 
' lion, the greater paid of all the business of the worl/l. is carried 
on by -means of voluntary contracts; and these contracts 
involve the element of time, and are expressed in terms of 
money- If, then, in the course of time the"'' meaning of 
money ^ changes, the real meaning of the contracts also 
cliangcs, unless such a change was contemplated cm cl 
allowed for. Apart from definite legal contracts tlicrc- are 
still,, all the world over, numbers of agreements and customs 
invohnng money payments that are only capable of gradual 
and unequal -change. The modern theory of wages nsserts 
that in .the case of 9.ny definite vendible pidduct wages are 
paid oiYt of the price of the product ; and various methods 
are adopted in practice, by sliding scales and boards of^ 
conciliation anchtfie like, to make wages respond to move- 
inciTts in the prices of the products. But v’ages s^re only 
one (dbmeht in the cost ^f production ; and the equitable 
relation of wages to prices is ahvayr dilfcult-'of detelmina- 
tion, even if the parties are agreed on rhe principles to be 
applied. 

^ 2. Wages and ^Prices 

The difficulty of adjustment is all the greater wiicri Hie 
rise in prices is not a rise in the relative prices of particular 
.conrmoditks, but is more or less general. Any geperal rise 
in prices must^affe^ directly or indirectiy all tlm factors 
ot production as well, as labour.^ Tiie dilTiculty in the 
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rcadjustnient of wages, and the eoni])araLive iinmobilit}’ 
of labour as compared vrith capital in goiiara.i, cause the 
wages of labour, considered as the price of ''labour, to lag 
behind the iipwai'd nio’s^ineiit of prices. Tliis result, which 
is probable in tlieory, has been al)uiidantl}' confirmed by 
experience. Nearly e\jcry country^ has, at some time or 
other, suffered fro^ni a general rise in its prices, caused by 
the depreciation of its currency, ulielhcr- metallic or paper, 
and whether the depreciation is due to the act of the Gof^ern- 
ment or to the cumulative effect of natural causes. And it 
has been observed in practically all cases fliat irioiicy wages 
rise much more than the articles on which the wagt's 

are spent. The general consequence is that, so far, ilie 
economic condition of the labou.riiig cl'isses is adversely 
affected as compared u'ith ihrd: of ou^nors and employers of 
capital. The -relative prosperity of (^apital with rising pricers 
is .shown d)y booming trade, a^id the relative dtqvi'c-yion of 
labour is shown by strikes. The truth of the rea.-oiiiug as 
regards rising prices is confirmed by taking the converse 
case of a fall. The Commission on the Depression of Trade 
(Final Report, i8S6), and that on /?old and Silver (Fintil 
Report i88S), found tj^iat, with the generaf fall in prices 
which lUf^irked t»he depression, \‘mgv-s had not fallen, and in 
consequence that the relative economic position on^Jabour 
had improved ; while the indirect effects of the 'depression 
T)f capital did not seriousl}^ r.m.-.-i tlie grcj^it mass of tliC 
\vorkcrs.* * ^ 

f 

• § 3. Rate ob?- Ikteres-f and Peices ' 

The recent rise in^general prices has been rissogiaiai'd wiUi 
a rise in the rate oi interest. But in I Ids case tlui cam^al 
connectionis iiot^so easy ip trace. 'Willi booming trade and 
greater cVmand for capital, with new i^esues of shares {Sf all 
sorts of Industrial undertakings competing for nev\- accumu- 
lations, and with the spending powers of fihe richer classes 
increasing^ the demand for cj^pital is likely to rise faster than • 
the supply. The natural consequence is^a rise in tlie rate of 
interest. But thbre can Se Ifttlc doubt tjiat the recent rise 
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in the rate of interest is to be ascribed largely to the general 
increase of securit}’' all the* world over. Capital is now sent 
into places and employments whicli were formerly coiTsidered 
too dangerous by the mass of ordinary iri\’Cstors ; they had 
fcnihd too often that high interest jiieant bad security, 
in these days it has Ijeen discovei^d that relatively high 
interest can be obtained with proper distribution in new 
fields on practically as good security as low interest in the 
older fields. And, if regard is had not only to the yields of 
interest, but to stability in the capital value, the security of 
the older kinds of investinc^nts, with their low intere-t, 
seems less than that of the new with the high rate. As a 
natural conse(|iience, capital has been diverted from the 
older inodes of investment to the new ; and the yield of the 
older securities has arisen with xhi- fall in the capital value, 
as in the notorious case^of Consols. How much of the fall 
in the price of Consols (or, wliat is the same thing, the rise in 
the yield) is due to the general extension of security, and how 
much to the rise in general prices*, is a problem so difficult 
that most financial authorities leave out, in their enumeration 
of the causes of the f all-in Consols, any consideration of the 
rise in gener^p^f prices. But,'" if the rjise in prices is the cause 
of the rise in the rate of interest, it is so far a«^cause of the fall 
in Cou-^^ols. As it happens, people who take a very mild 
concern in*' changes in the cost of living, and would not feel 
appreciably a rise in the co.st of bread and butter of 20 of 
ever? ICO per cent., are specially concerned with afiy luovc- 
ments in the rate of intqi'est ; for nm^cements in the rate of 
interest affect all kinds of investments, ^ an^ affect them in 
dii’forent w^iys. 

71 e; 

§ 4. A Common Explanation of the Rise is found in the 
« Qt.’antti'V'Theory of Money in its 5hmple Form 

r «- 

position, then, is this : whether we look !o social 
unrest and labour troubles, or to the gains of investors, or 
^ to the necessities of GovernmeKts in the way of borrowings, 
dlie economic question of perhaps greatest importance at the 
present'time is th>^ lif.e in prices and the dissociated (if not 

f 
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consequent) rise in the rate of interest. To provide rciiK'dics 
for the social unrest ail'd to reap the harvest of in 

securities (so far as they depend on the ris(‘ fii prices), it is 
necessary to discover the causes ; ^and this brings us to the 
quantity theory ” of mejney. The most common explSna- 
tion of the rise in ];r:c{-s;V the jnereas^ in the supplies of gold 
from the mines ; aij^l the way in which the increase in gold 
raises prices is supposed to be given by the "'quaniity 
theory of money, <• 

J. S. Mill, who more than anyone gave popular authority 
to the theories of Ricardo, wrote in the middle of the nine- 
teenth century Pol. Ec.'' ih, rq) ; “ Tliat an increase in 
the quantity of money raises prices, and a diminution lowers 
them, is the most elementary proposition in the ILetmy of 
currency, and without it we sliould have no key to any of the 
others.'’ In its sinucesl form, carefully guarded by hypo- 
theses, N^Tnich, however, lay cfov’n conditions for IJie in(.)st 
part the reverse of those that prevaij in the actual world, 
this proposition is indeed elemcntaiqo It may be made as 
simple as the proposition that if in a^ame^'you increase the 
number of counters you diminish proportionately the valTie 
of each. In its simple.%t form, also, the rise m^prices conse- 
quent oh an increase in the siipph- of money is sup|)Osed to 
be exactly proportioned to tjie increase in the quantity ; or, 
put (itiiervrisc, the value (or the purcliasing pcnveij of cacli 
""piece of money falls in exact proportion wiUi the incrc-use of 
supply.^"^ Tiiis exact fall in value as supply increases as 
Mill s^ys, true of otlier coijmiodit}' ; or, in ntodern 
phrasev, tlie effect sn vj^Iue^^f the incrc* 2 »se of^tlic supply t)f 
other things will depend on the elasticity of the demand. 

The quantity theory in its simple form has bcf-n assovUiTi 1*^1 
with other pr4i;po^iti(uis equally simple amder similarly 
'^simple CK'jnditions, e.g., that money is merely a medium of 
exchange ; that all exchange is iiltimatelv barter ; and that 
it makes no real difference to the economic forces by which 
wealth is produced^ and distributed whether the range of 
general prices is high or iow. In tlie loiifg run or ultimately, 
it is said, whatever the mo\^emcnt in prkes through the rise 
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or fall in the quantity of money, everything (including labour 
and capital) will find its proper price-level. By: the aid of 
these and similar a.ssumptions the quantity theory Jnay’’ be 
reduced to a harmless and uninteresting truism. 

§ s. Difficulties of thi^ Simple Theory 

But, as soon as we apply the quantitj^ theory to practical 
conditions and get rid of the hypothetical safeguards, the 
siinvjiicih- \-an.ishes. At the end of the chapter in which he 
sets forth the quantity theory. Mill, after giving some of the 
most important and obvious qualifications, remarks {op, cit. 
p. 22) : 

'' The sequel of our investigation, will point out ipany other 
qiiulifications with which the proposition must be received, that 
the value of the circulating mectlini depends on tlie demand and 
supply, and is in the invers'e ratio of the quantity ; qualifications 
wiiich, under a complex system of ci'edit like that in 

Englanch 'render the proposition an extremely inco.rrect expmssion 
of the fact.” 

If the proposition was extremely incorrect as applied to 
England seventy years' ago, what are we to expect when the 
theory is applied to tho'‘‘determinatioii of prices in England 
at the present time, and to the still Tnore complex problem 
of the world prices of the great staples of international 
trade ? ' . ^ 

§ 6. HumoK.iCAL Tests of Theory 

r 

At-rfu’st sight it is true that recent monetaiy liistofy seems 
to shqy that, rouglily, thc^quantity theory is true in the case 
of an ino-ease^ or d^^miniition ii], the, supply pf gold.® It is 
commonly ^id that general prices rose after the discoveries 
in the 'fifties in Australia and California ;rthat they fell wilh* 
the. falliiig-off in. production in thq 'seventies ; while in the 
first fears of theTiew century, with a great increases in thev 
supplies of gold, we have the rise that is now ailractiag-y^o 
much attention. t)n closer examination this verfication of 
the Theory^'" «doef not seem so sa^tisfactory. The Q^stimated 
annual production ^pf gold during the twenty five years 
1851-75 fwas £25,000,000, as ^compared with an annual 


r 
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production of ^24, 500,000 for the twenty years 1876 to 1S95. 
The former period was a" period of high prices, varying, 
accordifig fo the usual estimates, from twenty to thirty per 
cent, above the level of 1845-30 ; and the culminating point 
in the rise was about 1875, although the supplies of gold'had 
alread)’^ begun to fall off^a little. In the next pei'iod (1S76-95) 
there was a very gi^at fall in prices -(measured by the same 
index numbers), and the lowest point was reached about 
1895. After 1895, for the ten years 1896-1905, the aiTnual 
production of gold rose to £58,100,000, and in the next five 
3’ears to ^^4,800,000 ; but the response in prices was so 
much retarded that people bggan to ask what liaxl become, 
of the quantity theor}^ Now that the rij-e in prices has 
be(:«.)3ne iriore marked, the popular idea is beginning to 
prevail that the quantity tlu^c^ry has again l.)ec‘n confirmed. 
Tables of index numbers and of the ‘.'sliinated annual world’s 
productiem of gold are not easy to read, and the selection of 
pc^riods and averages is always suspected ; but, when the 
figures are translated into curves,'^' tlicre can be no dirficult}' 
in co;<}pi:.rii;g the general trend of prices frdm the beginning 
of the nineteenth century and the ""general trend of the 
production of gold ; ^nd the xxuri ^arisen sirows that for 
relatively long periods there may be nonconformity even in 
the general trend of a rise or fall. 'V 

IP 

S 7. Deepek Examination of TiiEaTiiEOKT 

MoreCvcr, deeper examination of the quantity theory 
reveals' such a number *t)f qualificafions that any close torrg- 
spondence of pricc*'mo\*emcTits with the anni'.al production 
cannot be expected. The quantity theory in "the sinjplc 
form is always guarded by the expression “ other things 
being the same"’ ; but eVen in that very fihnpic fornv and 
vdth that assumption, the theory does not refer to the 
anfiual production of gold, but to the tote.1 mass innisc for 
monetary purposes. Only part of the annual productioiq 

* See Ci'iyi t of Wliolesale Pripcs and World’s (isld Produclion in W, X. 
Layton’s useful “ Introduction to t^e Study ijf Prices.” 
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is made into money ; and, compared with the total mass 
in existence, the annual a/iditioh is always relatively small. 
Again, even in the simplest statement, the volume Of trade 
is supposed to remain the same ; or (in other words) if the 
increased gold has to do 'more work, then the rise in prices 
may be neutralised. If the e.xpression “ volume of trade ” 
is to be taken as equivalent to “ the work to be done by the 
gold,” its meaning must be extended to cover all the trans- 
actions for which gold is c used; and it would be more 
connect to say the “ volume of exchanges.” Fairly correct 
e.stimates may be made of the volume of international trade 
between the principal countries, but similar accuracy is not 
obtainable for the internal trad-es of the rcspectir'c countries, 
which in volume are much greater. It is said, fol' example, 
by Professor Irving Fisher {of. cit., p. 485) that the foreign 
trade of the United States is less than one per cent, of the 
total trade of that counti'y.’’*^ 

If we" were to consider the most obvious marks of the 
increase in “ the work of gold ” since the beginning of the 
nineteenth cenfury — e.g., the gi'owth of population not 
only in new countries, but also in Europe, the immense 
improvements' ■ in the Ineans of copimunication, and -ivlth 
this the increase in trade and the rise in^the consuming 
powersE'^of the masses of the ;^eople — we should naturally 
suppose that an enormous incre^e in gold would be required 
even to sustaimthe same level of prices. And if gold were' 
uscfl.for actua’ traiisactions always in the same proportion ; 
if fona given value of exchanges the same amount of gold 
was required ; and, if also there had Wp no increase in the 
use of substitutes for gold, as by the'^ development of branch 
banks and the extended use of cheques, then we should 
expect, in spite of the increase ^in gold /luring the last 
hunck-ed years, & very great fall in prices. Undergo othes 
conditions could the gold suffice to do the work * 

* A great understatement. In a controversy on this point with Professor 
33 , hi, Andeison, l iofessoi Fisher adniltted that cigiit per «cent. was a 
not unreasonable estimate (New York AiinalisClS^-o'ch 6 '>0:61 
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§ 8. Rapidity of CiRcuLATroM 

It rT? = istobe rememiDered that •in the statement of the 
quantity theory in its simple form it is only true that the 
level of prices varies exactly with the increase or decrease 
of the money in circulestion if, as Mill observes, (i) the 
rapidity of circulation fe the same, and if (2) money passes 
from hand to handlat every transaction, credit in any of 
its shapes being unknown. If, in effecting a certain ani^oiint 
of transactions, on the avera,ge every piece of money is 'iised 
ten times, the level of prices will be the same as if ten times 
as much money were used, each piece being only used once. 
This is what is meant by the* rapidity of circulation. And 
with improvements in communication and in organisation 
of markets the rapidity of cjrmilalion is likely to increase 
very much. We can get approxijxiatc figures for the total 
mass of gold used for monetary purposes in the world, and 
form some idea of the additions made from year ♦to 3’ear, 
but we cannot get even rougli figures for c-slimating the 
rapidity of circulation of all this gold spi&ead over all the 
gold-using world. • 

^§9. Cdedit^ ♦ 

But ttie di nk^ulties of rapidity of circulation are as nothing 
compared with the allowance to be made when we iikrodiice 
into the quantity theory the condition (at first omitted) 
* of the influence of credit in all its shapes. 4s regards vdiolc- 
sale tri^iisactions, all but a mere fraction are now«5?iade 
solely J^y some form of credit, anc^ not by gold passing" from 
hand to hand.^ Ewen in int^national tri^dc, gold onl}^ pas^-es 
from country to goimtiy to meet an occasio^ial adverse 
trade-balance ; and the passage of gold in general depends 
much more on®thc statn of the money markets and of the 
®market9i> for securities in the respective countries tlfan on 
thQ trade transactions. That is to sa}^ the great ^bulk of 
international trade is carried on by me"ans of credit sub- 
stitutes for gold, e.g^, bills exchange. Anti it i? important 
to notice, when we are considering yiie effects of credit- 
substitutes on tlic level of 1»hatJ:hc index^numbers 
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most in use refer to wholesale. Iransactions, and chicfl}/ to 
articles that bulk largely jn interna.t>onal trade. It would 
sceni, then, that, if the quantity theory is to apply t<5 whole- 
sale prices, it leaves out of account in the first statement 
the most important of alHhe conditions of actual commerce, 
iiaincl}’, the use of credit instrumenj^s. It seems something 
like calculating the depth of water ii^a harbour by the 
rainfall and the inflow of the river, iind taking no account 
of tte flow of the tides. Bui: it is old learning that the value 
of any working liypotlicsis depends on the proportional 
importance of the elements rejected to that of the elements 
retained. It is very eas}' ta avoid contradictions with a 
sufficiency of hypothesis, or to prove a.]:y thing from hypo- 
thetical bases, iiuwi' Ihijigs being the same/' t 

Wliat, tli.cn., becomes of the qua.iitity tlieory when we 
talc account of this condition at first supposed absent, 
namely,^ tiiat the bulk of wholesale transactions is not 
effected by the money in circulation, passing from hand to 
hand, but by means of credit ? If the credit-substii.utes 
act on |;jri('es ashnuch as a corresponding amount of gold, 
then it is plain that the_variations in the annual production 
of gold are of .little importance compared with the changes 
in the production of 'A-eprosentative " oi% credit mioney. 
Since J096 the total increase in the worlds gold (for all 
purposes) has been calculated \s £1,000,000,000. In the 
United States alone the deposits in banks operated on by* 
cheques have inciUased by at least double" that amount. 
The United States is only one country, and bank deposits 
a-*-'e only one form -of credit. It wouki be superfluous to 
show in detail that in modern developed countries, value 
for walue, the wholesale transactions effi-cted. by the direct 
passing of gold me inconsiderable compared, with those 
effected by credit'. In his book on the “ Meaning of Money, 'k 
in which the treatment is as felicitous as the title, Mr. 7\dthers 
slates (in a chapter with the significant heading '' The 
ri\Iaiii.ifactm;e of' .Money ") thal; '' the money Oj[. modern 
English commerce ,and finance is the cheque ; and the 
credit dealt in in the -London 'inoney market is the riglit 
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to dra.u' a But the of tin- inlltuMU'e 

of credit on prices is fK.‘t a disc^.n'cry of tliJs ceritary, as is 
s]i<Avn %y yiilVs chapter on the subject (“ r; :i;' ‘:p:es of 
Political E(:oaoiny/' book iii., i;Jiap. xii.), ^vliich 
sfil; be read ^vith advanpik^; by tii*.:- latest writers on the 
quaiilit}’ theory. ^ . r 

§ 10. Gold and PiacHs. ihoa’i-sroui Laitghlin’s 
Adandonmkxt of O-SANTrTY Tirr-oav 

In view of the (eiormous increase in '' Tnannfru'tnred 
rnoneq' a.s eoinparud wit!) natural gold, can wc rsiy that IherL! 
is any c'onnection b«*lw«-en i iiicn.-aM‘ in iIk‘ ..iiloul 
of gold and Ihc-gt-neral ri-'-in inic.es? If liim* is a connection, 
A'lia( is its nature ? H»>w Tn-s iln: \\v\\ g-.iM alT'/et ],>rice.-> ? 
By wlr.il iietna! proee.-si.s, for Luasriple, dues the gold froin 
llir; Traiis\'a.al ra.is(‘ ilic piT'c of living to Ihiglish eoa.1 
nuniTs ? ‘*^It is quite cleiir thal the (|viantity theory in its 
^ inqde f'^rin is not applicaldc, -iinplc because the most 
inq;urt;i::i’ conditions arc not present. Tia; new gold does 
not pa.ss from hand to hand in eiiecfing a certain ainourit 
of transaed(.ns, credit in all its foF,ns beirpi^ unknown ; 
indeed, exactly the nppor*h.e is the case. If, t]u‘ii,^t]ie amount 
of gold is still of great, even of supreme importaiuagin the 
deternii nation of price-level^, it must be so by iiKlireiT 
iuiiiuaices. 

Tlio diliiculty^of the subject is sliovrn in^tlre w'orks of two 
represuiilalive American writers. Professor l.augidhd in 
Ills “ Principli'A of uloryn’/’ frankly confesses tluil ]r> lias 
been fta-osl to ,;ibai>Joii The ^juantity ilK-or}' > indeed, lilt* 
main argnment of liis bv>vA is directed against that 
with all the seal of the <A.>ii\'eri ngainsi his uld 1)v‘lief. It is 
easy for the supporters the old theory *to reply Rial' 
R'afessorAAiugiilin has not put in the pivper quantities and 
(]uahlies"of li\q)otheses that he has forgotl^en ilic condition 
“ otlier things remaining the same/' tlic Ghihnad;.;: M 
credit, and^^^all the other safeguards. Sucli a\eply is, how- 
ever, ojfly formally or logically relevant. -^''T.lie real dilTa ulty 
is : \\’ha.t about the quantity theory ff oHuw tTiingslire not 
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tlie same, and especially if ^ve,take account of credit? 
Professor Laiiglilin’s own solution is jxnalogous tQ that pro^ 
pounded by the late Lord Faii'er in tlxe days of tlie biiiietallic 
cr-i-ij.rv-ersv, and is once more effectively disposed of by Sir 
David Barbour in his ch.aptcr oi'k “ The relation between 
Credit and Pric<e5s lop. aL, frap. vii.). 

§ II. Professor Irving Fisher's Rehabilitation 

Tlii:* more i-eceni book "by Professor Irving Fisher is 
definitely designed to rJ'iabilllaLC the old theory, and not 
only to i'esforc it to life, but to dross it out in the latest 
scientific fashions. Both books are interesting, though both 
are aK.ogvtli'er too long and tdo diffuse for clearness in tlie 
]:>resontation of moiKdary theories. Proh'ssor Fisher may 
plead in excuse, first, that h<! wished to make an inductive 
proof, and that induction means a mass of facts ; and, 
secondly, that he wishes to reach the practical fiian, and 
lliercdore it was necessary to put in pictures of balances and 
bags, and reservoirs and pipes. But the practical man is 
not a child, and this ajppcarance of simplicity is misleading. 
Tlie writer has. also proydded for the mathematical economist, 
partly in tlm text and partly in tiie modern fashion in a 
matiK.'maiica! appendix; but the practical man is not in 
general a mathematical economist. The main conclusion 
of Professor Fisher's book, put in ordinary language, is that 
IIh; niijst impoflant factor in the recent rise in prices is the 
increase of gold. And he is so much impressect by tliis 
cniiso and its consequences that he makes a proposa.} for the 
gradual adoption by the world in general of a modificalion 
()( llir‘ .gold-exchange '' standard ; whicli, vrould. mean, the 
abaiulonmenl of the gold standard in its present form, and 
llugadoption of something like the inethed now in use in 
India; for c.xample, tlie sovereign — like the rupee — wouM 
recei ve an artificial value. ** ^ 

,.vSir Da\'id Barbour, to whom more than to anyone the 
change of standard in India xvas dixe, has published most 
op])ortuiuIy a bdok on “Tlie Standard of Value." This 
book, uniiki* the nwof menciuiied above, is extremely short, 
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and in r'Crn:: parts perhaps too slion for rLccomple^city of the 
ar;2^nanait. ^ It is also (Unsigned spocialH' for tlje practical iU;i 1 0 
and, as giving an account of Ulc currency cliangcjs in India, and 
their causes and effects, will alwaiys be a work of the first im- 
portance to the student olrinonetaiy liistory . As showing tlic 
importance of the qiian-^dt}.' theory, i?'om ih.e practical point 
of view, it Yvots in fii;m reliance on that tlieory tluit Sir David 
Barbour proceeded (so he tells us) to close tlic- Indian n;ints 
to silver, and to establish partially or indirectly the gold- 
standard or in realitj” the g<«ld- 4 :xc]iangc standard. Sir 
David ini])Iies raiher tiian states tlie theor)-, and tlie Iheoiy 
is appan-nliy iakem in a wry idinple form ; but iiv iucntall}' 
he refers to tin.' more sciontiHc '' form of tlie t]a:?nry gi\'{‘n 
by Prrjfessfvr ]'"ish«.-r, and aj.'jr.iiv::;!}- looks with ap]>r<»\-aJ to 
the ultimah^ adoptit^n of some Variation of tho g:kl excliarige 
st andard by llic' world at large. 

§ 12. CniTiouE OF TUTS LiTA'rjux 

It is doubtful, however, if this more “ scieytinc form will 
stand tlie test of verification ; and the iuclucliYC proof offered 
seems to be of the nature of illustra.<tions giicqxled by lyiJO- 
theses ; if, indeed, the fiMdamental position doesi^ not involve 
a ■petiiicf principii. The proof of the extended quantity 
theory is worked out mainly yi the case of the United States. 
Estimates are given of tlie amounts of '' mone.y in use and 
‘die changes in these amounts and tlic coiTiy-iAmiliag changes 
ill ].>ri<:'esr Of the corre:sp>ondepj-c there can be no doubt, 
any more tluin lliere caivbe any doubt of the jiroposition'l lait 
in an\' market the q'?iantit}^ ]>>ug]it must FqualdJie qiiantily 
.ad(.h Tlic mom/iarj: transactivins of the T^ni!--d States must 
be c.ficcP.‘d by meaits of '' mone}^ '' ; and, if the; inf)ney ds 
made up of coins f>.nd cheqives, tlnn'e must be a f orrespondmicc 
Ixhween tiie volume of the monetary Li'ansactions and the 
'sailninc of tlie money. If account is also taken of tlv?. effi- 
ciency of the money or the rapidit v of circulation^ we haA'C 
an identical proposition. The amount of 'Anoney 'h used 
multiplied by the average of the times^Taxh unit is used 
must c;qual the volume of monoLary tnansactiems ; and with 



,20 ^ ' WAR, FINANCE - 

a rise in prices more money must be used for monetary 
transactions.* 

But the real difficulties lie deeper. What we u'ant to 
know in connection with the new gold supplies is precisely 
how 'they bring about the rise in prices in the United States 
and other countries. It helps us vesy little to be told that 
the quantity of money has increased ifil'he greater part of 
the increase is not in . gold but in credit. Accordingly 
Professor Fisher asserts tha?t there is a definite proportion 
between the amount of deposits (operated on by cheque) 
and the amount of gold. Gold, he says, is used for certain 
purposes and cheques for others ; and the prevailing custom 
keeps the proportion very definite. This is a partial state- 
ment of a very old truth as regards different forms of con- 
vertible currency, namely, that if the forms are in reality 
(as they profess to be) convertible, the proportions will 
vary .simply according to the' convenience of peopite, as, for 
example, the use ip, Scotland of one-pound notes and 
sovereigns. If there is any difficulty in obtaining any one 
form of currency for some special purpose, this form will 
bear a premium. Cases are on record in which bank-notes 
have been at a premium compared with the actual coin 
which they are supposed to represent and whKh they 
profess* to pay on demand. 

§ 13. Difficui,ty of Exact Connection of Gold and- 

Credit ' ^ 

It ^may be taken foi; granted that “ under ttie same 
Conditions ” the proportion of cheqpes to coins in monetary 
transactions will remain constant ; and.it maj’ be of interest 
to find out why the proportion varies cinder different con- 
ditions and in, different places — t.o compare, for example, 
the use of cheques in England and in France. rThe next 
step ijj Professor Fisher’s argument is to use this definite 
proportion between cheques and coin so as to extend the 
quantity 'theqfy to gold toge^er with the superstructure 

* Cf. S^ir William J.‘\sh!ey in “ SHtisiScs and the Theory of Jlonoy,” 

in tiie Economic- Renie'm^ April, 1912, 
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of credit based on gold. And the argument really amounts 
to saying^ that, if ybu increase the amount of gold in a 
countfy, if so facto you must increase the amount of credit ; 
and, therefore, although most pionetary transactions are 
in forms of credit, the ^se in prices is proportioned to the 
increase in the gold, in other words, the new gold expands 
credit, especially «bank“deposits, in the same proportion ; 
and the deposits and gold together raise the prices the 
simple quantity theory of money. 

Tliat all credit ultimately rests on a gold basis- -that is 
to say, in the gold-standard countries — has long been 
admitted. Bagehot, in his ''d.ombard Street,'' showed how 
the ("rciUt sTiperstri-ctiire, and with that the solvency of 
England, i'e.-ivd on the reserve of gold in the Bank of 
England ; and his argument*^has been brought up to date 
by Mr. Witliers, Fi'om this point of view' the real limits 
to the OApansicn of prices under credit are found in the fact 
that all these forms of credit are cpnvertible into gold if 
required. In ordinaiy times the conversion is not asked 
for ; in times of crisis, with a foreign drain of gold, the 
conversion may be asked for to suclvan extent as to threafen 
the ultimate reserve, ^It has long been recognised that, 
besides^ the possible foreign drain, there may be, pvith an 
inflation of credit-prices, ao internal drain for wages and 
other cash transactions. With a rise in money incomes 
^ there is an increased demand for gold ^fw use in the arts 
and thf like. These three drains — foreign, internal, and 
industrial — impose vej:y definite Jimits on the exp^,nsion 
of credit, as 13 recognised in all the mOncta;'}' text-boolfs. 
But it is quite a different thing to say that, if increase 
the amount of golckin the banks, credit will be increasefl in 
the same proportion. The strengthening of^the foundations 
•does notrof itself raise the height of the superstr ucture!^vcii 
if th.c superstructure is credit. ^ 

§ 14. Difficulty of I.xxernational PRic^y-LEVEfs 

One flaw in Professor ^Fisher's arguuKjnt is his failure to 
appreciate the intera,ction ofBnternaLional price-lcVbls. He 
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admits the interaction only in the simplest form of the 
quantity theory. He seems to suppose that in every country 
the level of prices is determined by the quantity of'inoney 
(cash and deposits) in that country, and that the levels of 
the 'various countries are adjuste^. to the general level by 
the flow of gold, the gold as it flows e»=^panding or contracting 
credit, and so moving prices. But simple argument 
gives us no idea how much or how little an increase in the 
worlcl’s gold will raise prices. We never get beyond the 
main position of Ricardo, that the gold will be so distributed 
that the trade of the world will be carried on as before ; 
or, to adopt a later setting of the same truth, that relative 
])riccs will be so adjusted thabthe relative values as deter- 
mined by economic forces will remain the same. Like all 
other abstract propositions in political economy, this only 
expresses a tendency liable to be counteracted by disturbing 
causes, r The proposition wilF remain true, or this tendency 
will be revealed, othej* things being the same, whatever the 
rise in prices happens to be. In some way or other the gold 
will be distributed ; and, if there is a general rise in pidces 
in consequence, in the^ course of time the -work and the 
pleasures of^the worlci will be measured on a new basis. 
But besides the quantity of gold there are a number of 
causes qof the first importance a.ffecting general prices ; and 
for an indefinite period it is possible that gold may be 
increasing and prices not rising, or even falling. 

§ci5- Proposed New Gold-exchange Standard 

r-! ^ f 

^ When we come to apply Professpr Fisherjs argument to 
the problem that is at present exciting so much interest, 
we' liavc no means of telling how miich«of the rise is due to 
the new gold, or how much further the ri^e may go. He 
iiim's^elf, indeed, seems to anticipate so great a rise, in priceii 
that tlie nations ^of the world ought to agree to substitute 
for^tlie gold standard an artificial gold-exchange standard, 

' so that the so/^ereign, for example, would no logger corre- 
spond to the gold <if which it is made, but to some idea of 
piirchasmg power, r Ofi this plan, i-f prices rise as measured 
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by the index numbers, then gold is to be withdrawal, and 
with the contraction of the currency by the simple quantity 
theory «pridcs are to come down ; while, if prices fall, gold 
is to be let loose and prices are to go up. It is not necessary 
to go into the working of the prodfess of the manipulation of 
the gold, but the basis of the whole scheme is the contraction 
and expansion of the gold currency so as to operate against 
movements in p]'K:es. Therefore the currency will be 
contracted and general prices will jail until no more g#ld is 
called for, or until there is declared a new official price for 
gold (Fisher, op. cit., p. 343). 

§ 16. Proposal Criticised 

The difiiculty of this plan may be seen by looking to the 
recent movements of prices* in England. By the latest 
figures of the Economist,'^ compared with the basis of 
I90i-5,"|irices rose in 1911 some 17 per cent. ; and this year 
there has been a further rise of som<^ 8 per cent. In July, 
1912, the index number was just 25 per cent, above the basis 
of 1901--5. If the sovereign was to have retained the same 
purchasing power, its scarcity valuQ must have been gradu- 
ally enhanced (by cont-araction of the currency) in the same 
proportion as the rise of prices indicated by the index 
numbers. The sovereign at this time, if the plan had been 
perfectly successful, w:ould be one-quarter more valuable 
** than the corresponding amount of gold of vdiich it is made ; 
or, roughly, the mint price of gold, instead of being a little 
under^T^q, would be a little under ;^3. But currency cajr only 
obtain a scarcity rvalue b]^ being made scg^rce ; and the 
effects of giving a scarcity value to the soveraugn on the 
London money murket would altogether outweigh liny 
advantage to he obtained from greater iiitability in the 
»purchasmg power of the sovereign. England might peThaps 
loqk with equanimity on the adoption of this index number 
gold standard by other countries, just as it would have done 

if they had adopted bimetadism. The old fabulSr standard 

' 

* The Economist, September, 1912. ^ 
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seems much more simple, and would be, in tlieor}", much more 
eficctivc. All that is needed is to pass a law that, if the index 
number rises as recently, say, 25 per cent,, then kll creditors 
are to get £12$ instead of £100, and nominal wages are to 
rise- in the same proportion. It is, however, generally agreed 
that the practical difficulties of tlie^tabular standard are so 
great that it can be applied only in a very limited number of 
cases. 

§ 17. Further Criticish 

As regards this new gold-exchange standard based on 
index numbers, it has not^. yet passed the prcliminar}- 
theoretical examination. It is true that the gold-exchange 
standard of India has been successful in the attainment of 
the object desired, namely, ^ fixed parity of exchange of 
the rupee with gold, under normal conditions. Sir David 
Barbour has given in his new book a clear anclv’caliiable 
account' of the w^ay in which this has been effected. It is not 
easy to specify to which class of currency the new rupee 
belongs ; it lias resemblances with the limping bimetallism 
of France, with ordinary token coins, and with bank-notes of 
wliicli the convertibility is partially suspended or otherwise 
impeded. However we class it, so long as the principle of 
limitatrbn is observed and an adequate reserve of gold is 
available, the parity of the riipcS can no doubt be maintained. 
But to ensure' the convertibility of various forms of currcncy- 
at fixed ratios is a" problem totally dilferent from the attain- 
ment. of stability in the purchasing power of the s^’tandard 
Qn which these various currencies ire based. The 'dormer 
problem has been solved in different wa3’s from the earliest 
times ; there.: are many exciinples of _^cuiTencics at fixed 
ratios, and ratios different from the commodity-values of 
the isubstanccs of which they are made. Siit there are no 
cases on record in which any standard has attained stcibility 
of purchasing power under changing conditions ; and such 
a Jstandand is 0 generally held ^ to be unattainable. The 
working of a^ gold-excliange standard based on index 
number^ is totaily^*'diJ^erent from* the working of such a 
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standard as that of India. Professor Fisher does not realise 
this distinction. 

t ^ • 

It is a little anomalous ” (he says) '' that these gold-exchange 
standard countries now have a power f.o regulate their price-level 
which is not possessed by the^gold-standea'd countries themselves. 
The latter arc, by their pjesent system^ kept absolute^ at the 
mercy of the accidents of gold-mining and metallurgy, while the 
former can keep or change the par of exchange with gold countries 
at will '' (o^. cit., p. 340). ^ 

Now, rupee prices in India during the last ten or twelve years 
Iia\^c risen about double, though the parity with gold has 
been maintained. We should Eke to know by what methods 
Sir David Barbour would have proceeded if he had been 
asked to ensure the stability of the rupee in general pur- 
chasing power. 

§ 18. Need for Further Inouirv 

Before any serious manipulation of fne world's currencies 
can be expected with the view of attaining greater stability 
of purchasing power, the causes which 'under modern cond> 
tions bring about changes in general prices ntust be much 
better understood and much more accurately'* measured. 
The revised version of the quantity theory gives us n(\more 
assistance in connecting the^ new gold supplies with the 
recent rise in prices than was given by the theory in its older 
forms. Hi some respects the revised versfon is retrograde. 
The relations of credit to gold on the one side and to general 
prices oil the other,, arid the distfnctioi^s between incon-* 
vertible and convertible currencies, are not so clearly realised 
by Professor Fisher by Mill and Bagehot, not to mcnti(<«^ii 
later writers. He tries to apply the quantity" theory in a 
simple form to actual problems, but his main results ^xe 
either hypotlietical or illustrative of hypotheses. One 
thing* however, his book has shown, and that is the necessity 
of a much deeper and broader investigation of the causes thl^t 
affect general prices, and therefore the purchasing power of 
money ; and, if the International Coramission of which he 
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is the advocate is appointed, we may expect valuable results. 
In the ineantime, however, althoughdt has been approved by 
the President of the United States, the appointnienbhas been 
delayed, apparently for political reasons. It is said that the 
opponents of the tariff in the United States are unwilling to 
admit that the rise in the cost of ^ ving in that country has 
any other serious cause ; and they think the admission that, 
perhaps, the new gold has something to do with it might 
a.bcite the popular resentment against the tariff. 

§ 19. Possible Fall in Prices 

It is quite possible that,* before the International Com- 
mission is appointed, the rise in prices may have met its 
reaction.*^ Even if the supplies of gold do not fall off, there 
are other factors of at least equal importance to be taken 
account of. The value of money {i.e., in the j^nse of its 
purchasing power) depends, like other values, on demand 
and supply. The price level must be so adjusted by the 
play of demand and supply that the quantity of '' money 
-offered at that level will be equal to the quantity demanded. 
Stated in this most general form, the theory is difficult to 
grasp ; and the difficulties are increased when consider 
the yarious elements that enter into both tlie supply of 

money and the demand^ for money.’' The annual 
production of gold is onty one of the elements affecting the 
supply of money.” The recent conference of Joankers in 
Germany has shown that the expansion of ci'edit money lias 
. bee"h pushed to the exlreme. The American crisis of 1907 
is not yet forgotten. To judge by pLst history, the rapid 
development of new countries seems likety to lead eventually 
to a period of over-production and a consequent fall in 
prices. Thc'tlemands of India and possibly of China must 
be considered. That there is some connection botw'een the 
quantity of gold available for monetary uses and the level of 
prices may still be considered as plain a truth as that there 

e * ?> 

As observed in lifee introduction to this essay, prices actually fell in 
19 1 3- 1 4 (before the war)© ^ ' 
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is some connection between seasonal temperatures and the 
apparent movements of the sun. But the meteorologists 
have recently confessed in public their inability to forecast 
the weather even for a season in advance, and the currency 
prophets would do well to ipiitate tlieir caution, ® 



CHAPTER II 

THE ABANDON]\IENT OF THR^GOLD STANDARD 
Prefatory Note 

fTms essay was originally written for the December, igizi, 
number of the Qnadcdy Review and was first published in 
April, 1915. The justice of the diagnosis of the nature and 
the causes of the abandonment of the gold standard has 
been fully confirmed by s-tibscquent events. So also has 
the forecast of the coming troubles. The essence of the 
abandonment is found in 'the restrictions on tKe converti- 
bility of the various forms of credit. The immediate and 
extensive adoption of inconvertibility (in varying degrees) 
is accounted for by the changes in monetary policy conse- 
'’quent on the demonetisation of silver by Germany after 
the Francd^Germafi War. The '' scramble for gold '' 
(Goschen) 'was intensified by the great fall in its production. 
The transition to the gold standard by the nations formerly 
bimetallic and by the silver-stamdard countries was imper- 
fect, and waswwcompanied by all kinds of ''economies” ui 
the use of gold.'''The so-called economies were foi* the most 
pai-^t restrictions on convertibility._ The convertibilit}’ that 
had always_beentulty interpreted fey Fngland was restricted 
by these, other countries to foreign payments. The result 
\vas that throughout the greater part of the w’orld some form 
of the gold-exchange standard was adopted in place of the 
gdd standard in the traditional British interpretation, dn 
normal times the difference was not observed, since for 
internal purposes convertibility was only required ^vLthin 
narrow dim its. But before -the outbreak of .war it was 
generally recognised that London was the only free market 
for gold, that is to say, the only centre in which the various 
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forms of credit supposed to rest on gold could actually be 
converted into gold without any impediment or extra 
payment.^ l£ is true that the great national® banks held 
large reserves of gold — far larger than the Bank of England — 
but they were not held for |ctual use. ® 

Before the war the idea |iad come to be generally accepted 
that for internal purposes gold was a useless luxury and that 
paper was in every way much better. The ideal was a gold 
standard \vithout gold. Even as regards foreign paymeifts 
.economies in the use of gold had been carried to an extreme. 
Reserves were held abroad or various provisions were made 
for obtaining money at short notice in foreign parts. The 
general consequence of this great economy of gold, coupled 
with a great increase in production after 1896, was an 
undue expansion of credit as shown specially in the United 
States in 1907 and in Germany just before the war. On the 
monetary >side this economy of gold, coupled with the 
increase in production, gave great apparent strength to the 
national banks. The real strength of Ihe world monetary 
system was undermined by imperfect convefrtibility. The 
consequence was that as soon as xvar^ broke out the gold* 
standard was abandoned J)y all the belligereiits’^to a greater 
or less ejitent. In England the process of abandonment 
was gradual and disguised. The new currency notl^ for 
£1 and los. were nominally convertible into gold, but 
they were issued just like inconvertible ^otes wdtliout 
any definite legal limitations. The primfify object of the 
present essa}/ was to point out the consequences of ihis 
easy finance supported ^y paper moneys and the dangers^ 
of inflation and a rise in prices. No attention ^whatever 
seems to have been, paid by our financial authorities k) 
this possibility of internal^inflation. All their efforts w'ere 
directed f|:om the beginning to preserving ^ihe stabiiity^of 
the foreign exchanges, especially with the United States. 
The interconnection between internal inflation and adverse 
foreign exchanges, which had been recognised as»vital by 
the old masters {e.g., Goschen), was ei^rely* disregarded. 
At the end of the article it was pointed out that tlicvrise in 
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prices due to inflation at home would increase the adverse 
balance of trade and make the adjustment of the foreign 
exchanges more difficult. For a long time the sta-bility of 
exchange with the United States has been kept up by loans 
and sales of securities, but such procedure does not “ correct ” 
the exchanges in Goschen’s sense, but simply pays the 
penalty. 

It is now clear that our greatest labour troubles at home 
are connected with the rise in prices largely due to the easy 
■finance of inflation, and the difficulties of our foreign pay- 
ments have been intensified by the same cause.] 


§ I. Extent and Nature of the Abandonment --- 
Moratorium and Inconvertibility for Internal 
Payments 

The Great War will be loiig remembered for other things 
besides the destruction of life and the reconstruction of the 
map of Europe. Oh the financial side the most notable 
event was the Universal abandonment for the time being of 
the gold standard. The abandonment varied in extent, was 
effected by different devices in different countries, and \vas 
described in the kind of language that is famiiiarffTom the 
bulletins of defeated armies ; it was not an abandonment at 
all, but only a temporary retirement under the guidance of 
the higher financial command. 

The two principal forms assumed by the abandonment 
were the moratorium and inconvertibility. The tVro forms 
jare in essence the same. Inconverti bilil^y is generally applied 
to bank-notes ; it means that the bankers are authorised to 
refuse to meet their promises to pay in. gold on demand. A 
moratorium means that all debtors’ (not specially excluded) 
arc" authorised to postpone the fulfilment of theinmonctasjr 
obligations. Germany adopted at once the method of 
inconvertibility,'^ and prided itself on not being obliged to 
adopt the moratorium. But inconvertible notes were issued 
on such terms and to such an extent that a moratoiium was 
not needed. France, adopted both methods The United 
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Kingdom adopted openly the method of moratorium and in 
a disguised manner the method of inconvertibility. English 
people will long remember the beginnings of thti Great War 
when some of the London banks refused to give gold for 
Bank of England notes and^eople were forced (or delighted) 
to receive postal orders «as legal tender. They will long 
remember also the ajlyent of the new sin of hoarding gold 
and the new virtue of turning it out of the pockets into the 
banks. With the war the whole duty of the private man'^as 
regards gold was declared to be total abstinence ; the proper 
place for gold (so it was preached) was a bank ; and the 
proper business of the bank was>to hoard it. For a time the 
banks were commanded by the Treasury not to pay out gold. 


§ 2. As REGARDS FOREIGN PAYMENTS 

The abahdonment of the gold* standard by the respective 
nations each within its own borders was^still more marked as 
regards foreign payments. England was a laige creditor ; 
and failing other modes of remittance large sums of gold 
were due in London on the outbreak^of the war. But the? 
foreign debtors with one4:onsent hoarded their ^old. The 
essential Idea of a banking reserve was lost sight of. A 
reserve is intended to meek an exceptional strair/. In 
ordinary times it is useless ; it is never drawn upon to any 
marked extent ; there is always an apparent owcr-abundance. 
But on tlTe outbreak of the war the greaf banks refused to 
part with gold; especially for foreign payments. »Six 
months after the outbreak of the war the^bank^ of France/ 
Germany and Russia retained their enormous stocks of gold 
practically unaffected. Such a general abandonment of tile 
gold standard could not h^ve taken place unless the mone- 
tary evolution had long since been tending in that direction. 
A shgrt historical survey seems the best way to explain both 
the nature and the extent of this abandonment and the 
promptitude with which it w^as effected. 
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§ 3. Historical Explanation, (a)^ Str.\tx on Gold due 
TO DISUSE OF Silver as Standard after Rranco- 
German^War (1870-71) 

Down to the conclusion of the Franco-German War of 
1870-71, gold and silver were, generally speaking, on an 
equal footing as stanSiard money. In India and the Far 
East silver was the sole standard and the principal metallic 
money. In some of the most important Western countries 
(e.g., France and the countries forming the Latin Union and 
the United States) the double standard prevailed ; gold and 
silver were legal tender to any extent at a ratio fixed by law, 
and the mints were equally open to both metals. In the 
United Kingdom gold was the standard, and silver was only 
used for token coins. So lojrg as this state of things lasted, 
although , there were no formal international agreements, 
practically a certain amount of silver all the \world over 
would always command a certain amount of gold (within 
very narrow limits), so that for ordinary purposes and for 
banking and international trade the two metals were inter- 
ohangeable to any e:^tcnt. 

This systein, which de facto had. great stability and great 
advantages", was upset by the action of Gcrmary on the 
conclusion of the Franco-German War. This action of 
Germany was due, like all the main lines of her recent 
economic policy, to the imitation of Britain. Germany 
thought that Briiish commercial supremacy and^ the pre- 
dominant position of the London money market were largely 
'.due to the gold standard. Therefore Germany determined 
to have a^gold standard, and set about what was called the' 
diiinonetisation of silver. This action of Germany upset the 
balance of the two metals, and they were no longer inter- 
changeable in the same way. A given amount of silver 
would not obtain the usual amount of gold but a les"s amount. 
Silver was depreciated, and the depreciation increased. 
The conseque^ice was that other nations found it necessary 
or desirable fo make gold the only standard. In order to do 
this th^Y put the silver (which they held in large quantities 
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as standard money) in some kind of dependent relation to 
gold, the nature of tHe relation varying in the different 
countries. 

§ 4. { b ) Practical DiwV¥:~:L:yr.s in the Readjustment 

This process of readjusliment took d very long time ; and 
during that time tliet'e was a continuous fall in prices and a 
gi’eat d'v-p-nrssioi: of trade, the fall of prices reaching its lou^\st 
deptli in 1896. Tlie difficulties in the general adoption of 
the single gold standard were greatly increased by the falling- 
off in the supply of gold. In course of time, however, 
practicjiily all the nations of the world put themselves on the 
gold basis, and all the great financial and commercial trans- 
actions of the world came to ba conducted on this standard. 
The actual monetary contracts were no doubt expressed in 
tenns of the various national cuiTencies, but all of these were 
ostc.-isibi}’' linked up with the gold standard. As it happened, 
since 1S06 this universal adoption of the gold standard was 
greatly facilitated by the largely increased production from 
the mines. Before the outbreak of the present war it seemed 
as if tlie new gold was sufficient not only to provide for this 
universal |idoption of the* gold standard, but al#o to cause 
a general rise in prices. Cei'tainly the common opinfpn in 
financial circles is that, just as'^the fall in prices before 1806 
\Yas due to a decrease in the gold supplies, so after that date 
the rise ir^priccs has been due to their increase. 

m 

€■ 

§5. ^(c) PIaZY IpEA?^ ON NATtfRE 01^ MONETARY ^ € 

Standard ^ 

Unfortunately, however, during the process of getting" 
rid of silver as an alternative standard and marking gold the 
sok stand£n'd, there grew up very hazy ideas on the nature 
and the uses of a monetary standard. The^se hazy ideas 
were made the basis of important changes in financial 
practice. Xhe ultimate effect was that, even, before the 
outbreak of the war, gold had in reality become less effective 
as a monetary standard than it was in the days when its 
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dominion was supposed to be shared equally with silver. 
The reason is tha^t in various forms' and to various degrees 
the pernicioirs principle has been adopted of delcrred or 
su-spended or delocalised or denationalised convertibility. 
Ostensibly, with the a^^doption ,of the gold standard all 
monetary obligations were to be m«t in gold ; but practically 
all sorts of expedients have been invciited to “ economise ” 
(as it is euphemistically called) the use of gold. 

§ 6. Laxity of New Ixterp.retation 
'fhe degree of the change in opinion and practice may be 
realised by reference to the bimetallic controversy. Tlien 
the great argument of the gold-standard purists was that in 
the natural course of things silver would depreciate. There- 
fore it was said that, if debtors (governmental or private) 
could discharge their debts in sil’s'cr, thej^ would do so and 
the British gold creditors ^voiilcl suScr. Bankers in parti- 
cular wore horrified^at the idea that promises to pay in gold 
could be made good by payments in silver, or in currency or 
credit based on silver. The stability of the London money 
’market, and with it the stability of British trade, was 
supposed td^ be dependent on th^ maintenance of the gold 
standard in the strictest and most absolute form. ”The adop- 
tionmf the gold standard by ^Germany conlirmed this view. 

§ 7. Practical Examples of Change in Standard. 
France— India : Beginnings of Gold-Exchange 
; Standard 

‘ This strict niahitcnance before the present war of the gold 
standard iii the United Kingdom, where it had been effec- 
Liveh^ establivShcd since the conclusion of the Napoleonic wars, 
was an easy, matter ; it was only necessary to observe the 
dW maxim — '' quieta non movere."' But in other counties, 
where silver had been standard money, the real establisli- 
ineiit of gold as the sole standard was a matter of great 
cliiliculfy. ?n .France, for example, silver was still full legal 
tender, though > the mintage was restricted ; and in that 
country the doiiblo^ standard had given to what was 
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known as the limping sta,ndard {clalon boiteux). In India, 
althoiigli the dominant metallic money is still silver, silvcr 
is not the standard, nor on the other harirrhas the gold 
.-Imvh-rd been effectively adopted,^ but only that modilica- 
tion of it that in these latt^m days has come to be called flie 
gold-exchange standard.^ Its opponents call it the gold 
standard without gpld. The essence of tliis standard is 
that, by the limitation of the coiiicige of rupees and by other 
devices, fifteen silver rupees in 'India are interchangeable 
witli a gc.'d sovereign in London (within narrow limits)* 
Tills is no doubt, in normal times, a convenient a..rrar*geinc nt 
for the Governments of India and of England, though 
whether it is advantageous to the peo].)Ie of India is another 
question. The present point is that, although India is 
supposed to have a gold standard, its principal mctaliic 
money is only imperfectly convertible into gold. It is a case 
of suspeiiued or deferred convertibility. 

The plan adopted by India in 1803 \7^ith the closure of the 
mints to silver was not new. The Report of^the Committee 
on w'hich action was taken after a comprehensive survey of 
monetaiy systems concludes : # 

“It wojild thus appear "^hat it has been founcf possible to 
introduce a gold standard without a gold circulation : whdiout 
a large stock of gold currency^ and even without legal con- 
vertibility of an existing silver currency into gold.'’ 

^ r. 

This method of imperfect convertibility h?^d been adopted 
in differcnit forms by the principal countries of Europe. 
There w^s an appearance^ of monetai^.^ stre^igth in the masseiv 
of gold held in the central banks, but any'^excenrcioiia] 
demand for this gold, especially for foreign remittance, w^-s 
met by making a special charge, or in some cases by actual 
limi tation.^ The gold was "in eifcct hoarded 6y tlie cent?:ral 
banks, arid provision for foreign remitlancos was met by 
foreign credits in various forms. 

0 m * 

* Cf. “ and Monetary Problems ” (Es^ay on the Indian Currency 

Experiment), by the present writer; J. M. Keyn^g, “Indian. Currency 
and luiiancc/' chap, ih 
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§ 8. Imperfect Convertibility un,der New System and 

ITS CONSEOEENCES COMPARED WITH THE Ol-D 

In normal times this, imperfect convertibility of credit 
into gold was not even noticed and certainly caused no 
apparent difficulties.- In- normab times most monetary 
transactions are concluded without the actual passing of 
gold. But the real meaning of effective absolute immediate 
convertibility (no single word can convey the full meaning 
of the old system) was not simply that people could always 
get cis much gold as they found convenient {e.g., for making 
ornaments or for payments abroad), but that very real 
effective liinitations were imposed on the undue expansion 
of credit. 

The simplest credit substitute for gold is a bank-note, 
which in essence is a promise to pay on demand the metallic 
money that it is supposed" to represent. Note^based on 
gold are strictly convertible only so long as the demand for 
conversion can be met under any conditions within the 
range of practical possibility, as shown by the financial 
experience of nations ’*over long periods. The demand for 
conversion into gold in ordinary rimes is one thing ; it is a 
demand that is only exercised within veiy nalrrow and 
custoinary limits. But the demand for conversion in extra- 
ordinary times is quite another thing, and it is only in 
extraordinary Times that the real stability of a monetarj/ 
system is tested. ^ 

It was the necessity for being ready for exceptional strain 
that induced nations to adopt very stringent measures as 
regards the issues of bank-notes. The issues have been 
limited in all sorts of ways, and special provisions have been 
made for securing an adequate u*eserve against any emer- 
genc}". Curiously enough, the legal restrictions op. the issu<?.s 
of notes by the ,Bank of England are more severe than those 
of any other ^reat Bank. After a certain amount has been 
issued (now some /rS,ooo,ooo), for every other note an equal 
amount of gold iixust be kept in the Issue Department. The 
consequence was that, in the week before the outbreak of 
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war, against an issue of notes of /55, 121,405 the Bank held 
gold coin and bullion fo the extent of £36,671,405. After 
six months of war the Bank of England held inThe last week 
of January gold coin and bullion in the Issue Department 
£68,352,305 against an issriic of notes £86,802,605. There 
was also a sum of £813,512 of gold and silver coin in the 
Banking Department^ It would seem from the figures of the 
Issue Department that the Bank of England notes wi'e 
secured to a ridiculous point of safety, namely, with about 
80 per cent, of gold. 

But it is most important to observe that all the other . 
forms of credit, just like bank-notes, are ostensibly con- 
vertible into gold on demand. Even if the date of payment 
is deferred, as in bills of exchange, by the method of dis- 
counting, the present value is convertible into gold on 
demand. For the week quoted above the account of the 
Banking "Department of the Bank of England shows a 
reserve against liabilities of 32 per cept. as against a pro- 
portion of 51 per cent, a year before. As shown by Sir H. 
Inglis Palgrave, in his standard work on the Bank Reite 
and the Mone}/ Market, it is not the aibsolute amount of the*" 
reserve but the proportioi>that counts. The greaj; argument 
of Bageho't’s '' Lombard Street is that the Bank of England 
ought to keep a far larger reserve in proportion than tither 
banks, mainly owing to the uncertainty as regards tlic 
ifiagnitude and the times of foreign demancls^. This argument 
has beenJsLrengthened by the course of events since that 
foundational work was published. ^ I 

§ 9. London before War kept up Strict Conve§tibility 

Before the outbreak of the war London was more than 
ever the centre of the financial world. The fact has been 
repeatedly Torced on public notice since the war began, 
but it is doubtful if its importance has been adequately 
realised by the public. So long as every promise to paj 
means in the last resort a power given to thel;iolder of the 
promise to get gold from his bank, his bamk is obliged to 
have the command of gold. If his bank finds it convenient, 
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instead of keeping gold, to have a credit with the Bank of 
England, then the Bank of England,' “ the banjeers’ bank,'' 
must keep a^stock of gold equal to any possible clcmands 
not only of tbj.s particular banker, but of all the holders of 
similar promises to pay gold. In this way the reserve of 
the Bank of England imposes, or c^ight to impose, stringent 
limits on the expansion of credit. The essence of the system 
by which London became the central money market of the 
world was theiviiiiiedkuc conwrLibili ij'of all credits into gold. 
In other countries, especially after the depreciation of silver, 
thiscc'-iu eriibd' iy of credit into gold became imperfect, which 
is only ;.) no (; lier way of saying that credit was undnh'^ expanded. 

§ 10. Crisis of 1907 in United St.\tes. 

The effccds of this laxity in the interpretation of con- 
vertibility into gold was shown in the great crisis in the 
United States in the autifmn of 1907. Thero<^had been 
an undue inflation of credit and prices — over-banking and 
over-trading. When the demand for real convertibility 
set in, it could not be met. For a time the United States 
had really an incorn’crtiblc currenc}^ consisting mainly of 
cheques that could not be cashed^ The effects of this crisis 
were woiicf-wide. Everywhere there was a great contraction 
of credit for the time being, and a great fall in the prices of 
seennkies. It might have been expected that the crisis of 
1907 would Iiavc given the banking world a lesson, but the 
only immediate effect in the country of origim seems to 
have been the e\xjlution of a new scheme for emergency 
"Currency in case, of another crisis. cTo save trduble the 
emergency notes were at once printed and stored ready 
h)r use. Sucli v’as the foresight of the United States ; and 
it is now made a matter of complaint that this country was 
nat equally provident. But this is anticipating tbe courseof 
events. 

§ II. The Golden Calf Theory of Gold' 

" Reserves before the War 

The general position of the commercial and faiancial 
u'orkk before (lie outbreak of the war may be expressed in 
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two propositions. Firstly, gold had been nominally adopted 
as the universal standard of value. In the countries in 
Vv^hicli Silver coins were still unlimited legal tender {e.g., 
France, India, etc.), they were supposed to be in the position 
of bank-notes convertible ^nto gold — they were '' bank-noTes 
printed on silver.'’ Scemdiy, this nominal adoption of the 
gold standard had ipnly been imperfectly realised in prac- 
tice, because the diSerent kinds of representative money — ■ 
not only the silver and the bank-notes, but all the v'aiToiis 
forms of bankers’ credits — w-ere only imperfectly convertible 
into gold. In normal times — within customary narrow’- 

limits tlicy were convertible into gold ; but on the slightest 

strain some kind of difficulty was put in the w'^ay of getting 
tlie gold immediately. The only exception was London. 
London was acknowledged to be the only free market for 
gold — the only market that was likely to be open in times 
of stress?* It is no doubt quite"^ true that in the other great 
banking centres the greatest respect^ was shown to gold. 
The other central banks piled up far larger reserves than 
the Bank of England. But, for all the good it did, the 
greater part of this gold might as«iwell have been molt& 
into great golden calves,*»to be worshipped by^tlje customers 
of the banks. 

§ 12. Imperfect Convertibility of Credit 

The principal effect of this system of imperfect converti- 
bilit3^ \jfas that credit was unduly extended, and tliat the 
limit oji its expansion^ properly ipiposed by effectiv(^ con- 
vertibility into gold under even exceptibnal circumstances, 
was broken down by the use of all kinds of ‘'«soft ” sub- 
stitutes- -the time and placsi of the actual convertibility^ 
being apparently a mati?er cf no moment ^so Tong as the 
promis<i:^To pay was not definitely repudiated. 

This economy in the use of gold in praetke was supported 
by a Ciirresponding development of theory. As generally 
happens in economics, the theory w^as invented To explain 
and justify the practice. We w^ere -kild that paper was 
much more convenient than gokFfor internal Currency, 
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and that the actua.1 circulation of gold was wasteful. It 
would be quite sufficient to keep a Teserve in bullion, and 
the bullion itself would only be required for an occasional 
balance in international payments. If a country held 
enough gold for this occasiona.l.--femergency, then the rest 
of its gold could be left to fructify in Egypt or South America 
instead of being subjected to useless \^ear and tear in the 
pockets of the people. Even as regards these fitful inter- 
national payments, every effort was made to minimise the 
useless transmission of gold. 

The natural consequence of this economy of gold was 
that the outbreak of the greatest war in history found the 
financial w-rld with inflated credit and inflated prices, and 
with an ordinary commercial crisis like that of 1907 looming 
in tlic near future. The only difference was that in some 
cases the emergency currency was ready ; and, if in other 
cases the emergency measures to be taken hadTiot been 
regularised by far-seeing legislation, the minds of all men 
were fully prepared for the suspension of any inconvenient 
laws and the substitution of practical measures (and paper) 
v’orthy of the occasion- 

§ 13. The War and the Low Bank of Englan'D Rate. 

The^-consequence of this development of easy finance and 
the substitution of a system of great elasticity for the old 
cast-iron system was, as shown by the most extraordinary*^ 
results, almost too good to be true. All over thb world, 
undfei' the old system of. credit, the,. Bank of England rate 
had been regarded as the best measure of the stability of 
the world’s credit system. In the great crises of the nine- 
teenth century the bank rate rose to 10 per cent., and in 
one year (i866)n.'emaincd at 10 per cent, for ninety-six days 
and t)ver 7 per cent, for other ninet3’-six da.ys. This great 
crisis arose simply out of the failure of one great firm. But 
within a week of the declaration of war by England, August, 
1914, theffianJe rate was reduced to 5 per cent., and at 
5 per cent, it lias I'craained up to the time of writing, although 
a kind of arithmetical deference was shown to old tradition 
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by the adoption of a 10 per cent, rate during a live days’ 
Bank Holiday. It is femarkable that a year before, in the 
midst of profound peace, the bank rate liad also been 
5 per cent., so that it looked as i( the Great War had had 
no real effect on the world’s financial system. The news- 
papers were full of congratulations oi>the ease and the speed 
with which the crisis had been suppressed. The Chancellor 
of the Exchequer became the most popular man in the City. 
At the Lord Mayor’s banquet it was announced that a 
peerage was to be conferred on the Governor of the Bank 
of England. All seemed for the best in the best possible 
of worlds. 


§ 14. Otiieu Signs hot so Favourable 

It is true that, even when we look only at the surface of 
things, tlie situation does not seem quite so cheerful as is 
-'.iggestorl by the glut of mone\' in^-the London money 
market. Th*e Stock Exchange was closed to the end of the 
year; and the premier security, the old Consols, which used 
to be considered as good as gold and as the barometer of 
public credit, was iinsalenble at an official minimum price 
too higli^'to attract buyers, and higher (value for , value) 
than the price of issue of the .new War Loan. When; with 
the new year, the Stock Exchange was opened, it was under 
severe restrictions both as regards dealings^ii^' old securities 
and the preation of new. The Bankers’ Clearing Returns 
show a j-'chuction for January, iqig, of 21 per cent, com- 
pared with the -first tuonlh of last year. ^It was remarked^' 
b}’ the chairman at the annual meeting of one of^die great 
joint stock banks that the primary object of a gold reserve 
was to inspire confidence, and that it must above all things 
be visible. But the Bank of England has put itself in line 
with the new theories on the gold standard by keeping an 
unknown part of its gold reserve in Canada, South Africa, 
Australia, and (it is supposed) other places. Ibis true that 
the Bank Act of i8.pj. has not been ' suspended, but 
the enormous issues of Treasury notes, against every 
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principle of that Act, render this technical abstention 
insignificant. ^ 

§ :r5. Short Period ” and Long Period " Effects 
OF Easy Finance 

It may be admitted, however, that the aggregate effect 
of the various measures taken by the Government in a 
sudden and unexampled emergency has been for the time 
very pleasing ; but, in judging of the full eSects of any 
economic disturbance, we must alv\ai3’S distingiiisli between 
what economists call the ''short period’' and the "long 
period." With regal'd to the " short period," on the outbreak 
of war everyone expected a scries of eartliquakes accom- 
panied by the fall of financi'al houses great and small. It 
appears, however, from a calculation in the Times, that the 
insolvencies in lingland from August to December were 
less in number and in magnitude than in the corresponding 
period for the year before ; they were, indeed, beio\v the 
average, and there was no failure of anj’ particular import- 
ance. In the same w^y people expected a great increase in 
unemployment ; and instead thgre has been a decrease, 
just as in insol venejg except in Lancashire no great industry 
seem'r to have been much ^ afflicted, whilst many have 
attained unusual jirosperity. It is true that exports have 
fallen off; but imports have almost reached the norinal^ 
and the ports are congested with undistributed cargoes. 
After six months of war there is apparentlj^ no reareconomic 
-pressure so^far a-s we are concerned,.wvhilst wc have the 
gratification of obseu'ving all the symptoms of incrc^asing 
pTessure in, Germany. If these marvellous results and tiiis 
astonishing contrast are to be^ ascribed to the financial 
measures adopted in England and Germany respectivc^jg 
then the clamour of self-congratulation is at least pardon- 
able, if excessive. But are they to be so ascribed? Is 
there not something of the simplicity of the posl hoc ergo 
pfopter hoc in thexonclusion ? And are the " long period " 
effects. likely to be -equalW satisf actor 37 ? 
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§ 16. The Restoration of the Foreign Exchanges by 
Governmental Guarantees of Bills qn London 

First of all, attention may be directed to the effects of 
the ernergencj^ measures ofi the foreign trade of the country. 
Unfortunately an adeqeyite appreciation of this side of the 
question depends qn understanding the working of the 
foreign exchanges, and this is a matter to which in this 
country very few people, even bankers, pay any regard in 
the ordinary course of their business. The ordinary man 
does not know even the meaning of the foreign exchanges. 
When he was told that the foreign exchanges were dislo- 
cated, he probably thought that it was part of the business 
of the navy to put tliem riglit. He never imagined that the 
proper i’lariedy was for the Baifk of England to give extended 
credit to certain London financial houses and in return to 
receive A griarantec from th& Government against any 
ultimate loss. It was explained that the welfare of the 
nation and the continuance of our foreign trade were 
mixed up with the stability ot these financial 
houses. The bill on London had cepie to be recognised as 
the world s internationai currency. In its essence the bill 
on London was a promise to pay gold on demand or some- 
thing that would be as readily accepted. The acturJ gold 
was, in fact, seldom demanded, and the bill was not always 
^pa5?'ablc on demand ; but the essence of the sj-stem was 
that therbill was as miidi linked up with, the gold standard 
as is a note of the Bank of England. The bill on Lemdon 
was made good mo«;t effectively for the«--time.^ How much 
eventually will be added to the national debt in c^msequeiicc 
is looked on as negligible in the midst of the flood of rhe 
other governmental expenditure necessary ior the war. 

m 

§ 17. Exaggerated View of the Immediate Benefits 

dr 

In judging of this restoration of the foreign exchanges, 
two points ought to be borne in mind, one --retrospective, 
the other prospective. The dislocation of the foreign 
exchanges was not due to any probability of a run on the 
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Bank of England in what is called a foreign drain of gold. 
On the contrary, the real difficulty was that other countries 
owed to London so much gold that they were unable, or 
thought they were unable, to pay. They thought they 
wci'o iina^blc to pay because they were afraid of the effect 
of appearing to lessen their gold reserves. They were all 
dominated by the golden-calf theory of banking reserves. 
The principal offender (be it said with all respect) w’^as the 
United States of America. As the event show^ed, only time 
was necessary for the exchanges to be restored in the usual 
way; but, as time was of importance, the action of the 
Government was generally approved. The difficulty, 
however, of that action ought not to be exaggerated. 

The prospective point is of more practical importance. 
Is the restoration likely to be enduring, or are the measures 
adopted in an emergency liable to have a set-back later 
on ? To answer this question the measures must be con- 
sidered which were taken, apparently not in the interests 
of foreign trade, but of home trade and industry. 

~§ i8. CoxTr-NUED Excessive Issues of So-called 
Emergency Currency Causes Inflation 

Here it is difficult to understand on wdiat priifciples, if 
an}^ the country was flooded by emergency currency. 
Notes for one pound and for ten shillings w-ere issued as 
fast as possible, and at first were supposed to be intended"' 
to support the banks. The banks w^ere to be allow'cd to 
borrow these notes froni-the Bank of England up to 20 per 
cent, of thek liabilities. If the banks' had acted on this 
privilege they could have borrewed and issued over twm 
hundred millions of these notes, which, having regard to 
the banking sj/’stem of this country, was an absurdly extrava- 
gant amount. Fortunately the banks scarcely made any 
use of the privilege. But long after the banking sj^stem 
of the country had settled down— and it w^as never much 
upset for internal purposes— the Government continued to 
issue millions of these notes. By the end of the year the 
amount had exceeded ihirty-cight millions ; up to January, 
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1915, every week had seen an increase. Besides this, 
postal orders were marie legal tender and were issued free 
of charge ; that is to say, they were exactly like bank-notes 
of small denomination, that could be issued by any, private 
person who chose to give f.oin for them, and in general the 
coin was silver. They wre convertible into any legal coin 
at the Bank of England. The Treasuxy notes pi'oper were 
convertible into gold, but the provision for convertibility 
was practica,lly non-effective. The notes v^ere by the Act 
to be convertible at the Bank of England, but, in order to 
assist the Government and the Bank of England, the 
country banks were encouraged to use the notes as much 
as possible and to send any surplus gold to the Bank. An 
ominous foresight was shown even in the superscription of 
the Treasury notes ; they bore no promise to pay in gold. 
In case of comjdctc inconvertibility being adopted subse- 
quently, ti:ey would be all ready and would not need to be 
reprinted. Even this flood of postal ^orders and Ti'easury 
notes does not complete the sum of the governmental 
assistance to the country in the way of providing '' money,"' 
since in other ways there has heei\ a great extension of 
bankers" credit, the chiefrform of modern money* 

r 

§ ig. The Rise in Prices ascribed to OTHsfR 
Causes 

r 

ri 

That such and so great an inflation 5f currency and 
credit shWd raise prices, including the prices of foodrf'.nd 
other necessaries, saems never tc ’ have * entered into ’ the, 
minds of anyone in authority. The Cabinet Qpmmittee 
appointed to inquire into the rise of prices issued a statement 
in which eleven points were put down for investigation, 
but the inflation of the currency was not even mentioned. 
The checK to the issues of the notes from January is the 
only sign that this old way of paying new’clebts is not to 
be indefinitely continued. The worst of it is, as •all expe- 
rience shows, that a rise in prices due to, currency causes is 
never detected until it is so marked ^and general that the 
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ordinary abuse of the speculator and the shippers and the 
railways and all the other brigandsr seems unequal to the 
situation. - 

§t20. Inflation Increases the Adverse Balance 
OF Trade^ 

There is, however, one way in which an inhation of 
prices is foixed on the attention of the great financial 
authorities. If the rise in prices encourages imports and 
checks exports, then there will in time be a difficull}' in 
meeting the foreign pajmciits, and the foreign exchanges 
will again be dislocated in a way that the Government will 
find not so easy to correct. Germany has appareinlly alrc-ady 
begun to feel this effect, which is of course so far a comfort 
to us, but it recalls the old proverb about the house of one’s 
neigiibour being on fire : '' froxinms ardci Ucalegon/' 
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Prefatory Note 

[As indicated above (p. 34), the Gold-Excliange Standard 
is one of the principal monetary developments of modern 
times. It is not, however, so hew as is generally supposed. 
My old pupil, Professor Robert Leslie, has published in the 
South African Journal of Science, November, 1916, an 
interesting account of the adoption of the method in Cape 
Colony in 1825. 

The best recent example of the gold-exchange standai'd is 
that of India. Since the closure of the Indian mints io 
private coinage of silvernn 1893 Indian currency has been 
managed with the object of keeping up the gold exchange 
value of the rupee to vSixteen pence. Before the war this 
parity was more than 30 per cent, above the metallic 
Value of the rupee, and though it took some time to establish 
it survived the shock of the American crisis I907“8. It is 
now mQre seriously thr:jritened by ^he great rise in the price 
of silver. On 14th Sept., 1917, silver toubhed 51^^. per oz. 
compared with 26^, in August, 1914. As a conse^quence, it 
is proposed to issue notes for one rupee and two and two and 
a half rupees. If the rupee (in Mr. Harrison's phrase) is 
Only a note printed on silver, why not print it on paper ? 
In my opinion such a substitution of paper for silver is 
extremely injudicious and possibly even dangerous from the 
political stand-point.] 


* First published in the Economic foimial, June, 1914. 
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The reports by various commissions of inquiry appointed 
at various times by the British Government contain some of 
the most valuable materials for economic study in existence. 
The value to the economists is not dimuiishecl; even if the 
final conclusions of the reports may not be adopted. The 
Report of the Royal Commission -on Indian Finance and 
Currency is a very able document and, with the corre- 
sponding evidence, gives materials of the highest interest at 
the present time for the student of the principles of monetary 
theory and their practical illustrations in the most modern 
forms. A large part of the Report is substantially in accord 
with the treatment by Mr. J. M. Keynes in his recent book 
on Indian Currency and Finance, and the reader of either 
may be strongly recommended to read the other. 

In my opinion, however, there are omissions both in the 
book and in the Report which are of the first importance in 
theory and in the future may be of vital importance in practice. 
The practical side of the issues I wish to raise is dealt with in 
Sir James Begbie’s note of dissent, and I shall treat of the 
same diflicuities with reference to the relative economic 
principles and former xases of practical importance. 

This papei is mainly concerned with the ulterior and 
cumulative effects which seem probable if the present system, 
even as modified in the Report, is continued. 

The admirable history of Indian currency since 1893 given 
in the general report shows at once that in all the various 
changes the dominant force, whether in initiation or modifica- 
tion, lias been the stability of the foreign exchange value of 
the rupee inu'elatbn to gold. From the beginnings of the 
depreciation of silver after 1873 the Indian Government was 
ti'uubled with the instability of the gold-exchange value of 
the rupee, and British trade 'with India was also troubled 
with it. One of the principal arguments of the bimetallist-s 
was that the fixity of the ratio of silver to gold would also 
fix the gold value of the rupee, with consequent general 
advantage to trade, to the investment of capital in India, 

* " Final Report of the Royal Commission on Indian Finance and 
Currency.'' 1914. [Cd, 7236.] Price 9^ 
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and to banking as well as to the Government. By 1893 the 
attainment of stability df exchange (or at least a check to a 
farther fj&l) to the Indian Government seeine'd necessary, 
and to the British trader very desirable. The Indian mints 
were closed to the coinage of silver, and since 1S98 tKe 
policy pursued has beei? successful ^in maintaining the 
normal gold value of the rupee at is, ^d. 

The Report, in its final summary of conclusions, sec. ^6 
(p. 20), says that the cardinal feature of the whole system 
is the absolute security for the convertibility into sterling of 
so much of the internal currency as may at any moment be 
required for the settlement of India's external obligations." 

No one will dispute that this fixity of exchange is in itself 
advantageous and especially advantageous to the Indian 
Government. But the question arises : Does it follow, 
because the stability of the gold price of the rupee has been 
established for the purposes of foreign exchange, that there- 
fore it may be taken for granted that all, the other functions 
of good money are fulfilled by the rupee as so " managed " ? 

What are the primary functions of a good system of 
money ? The first is to provide a medium of exchange, not ' 
mainly for foreign paymentB, but for the purposes qf internal 
trade and Industry. The first requisite from this poip.t of 
view is that the money shall be universally accepted, hence 
the importance in the carty stages of development of the 
commodity value of money. Even in the latest stages any 
difficulLV ill testing or any want of confidence at once so far 
limits the^ acceptability. ^We have npmberless instances ’bf 
imperfect acceptabilit5?'in the incubation pefiod of .the depre- 
ciation or debasement of different forms of currency.* In the 
extreme case of the depreciation of inconvertible notes the 
acceptability may vanish.' .^Between this extreme of non- 
acceptability and the other extreme of instant universal 
acceptability there are infinite gradations, ai\d we have an 
excellent example of the economic prindple of continuity. 

The question, then, is this : Is this artificial rupee as 
acceptable to the people of India as was the old rupee, which 
was of the same value as the metal of wfficli it was composed ? 

W.F. ’ if 


r' 
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Have the masses of the people of India reached the stage at 
which the commodity value of the mdney is of no importance ? 
The answer of Sir James Begbie is definitely to the contrary : 

. the recent demands for gold in India show a loss of 
confidence on the pai't of the public in the token ru=)ee. . . . 
The need for confidence to secure 'the exchange value of tlie 
rupee is recognised, but not the need Tor confidence in the 
currency in other respects.” (Report : note by Sir James 
Boghic, p. S8, par. 5.) 

The next requisite of a good medium of exchange is that it 
should be readily adapted to the demands of trade : HiC 
volume of the actual currency sliould be capable of automatic 
increase or decrease. Such automatic adjustment is most 
nearly attained when the principal currency is interchange- 
able at once with the corresponding metal. Such was tlie 
old system of the rupee under the silver standard. Such is 
the system of the currency of the United Kingdom as regards 
gold, note-, and cheques. But even in the United Kingdom 
there are occasionally difficulties. At one extreme, for 
jsxaniple, as regards the small token coins, we hear suinrl iiru s 
of the scarcity of farthings. At the other exti'eme, before 
Goschen’s^Act for the gold recokiage (1S90) the banks had 
begun to feel the difficulty of getting rid of the light-weight 
gold' coin. The preliminary stages of depreciation had 
begun, and even in England the automatic adjustment of the 
gold coins wa 3 threatened. 

In the case of India this point is best taken in connection 
with another of the principal functions of good money, 
namely, that it should provide a store^of viilue. The earliest 
form of saving is in hoarding the precious metals. India, as 
regards a large part of its population, is still dominated by 
primitive ideas of hoarding. “ The hoarding habit in India 
is no doubt a difficult problem. Its recent rapid devel-op- 
ment in increased demands for gold and the possibility of its 
further j.'ixpansion make it a question of the highest import- 
ance.” (iNh^te by Sir James Begbie, Report, p. 89, par. 10.) 
Under the old system the metallic value of the rupee was the 
same^as its norninal value. A native would hoard rupees 
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or turn his rupees into ornaments, as it suited his conveni- 
ence. Unde^ the present system, if a native hoards silver he 
does not Icnow what the value may be later on in rupees. If 
he hoards gold he believes he will^et the fixed amount^ of 
rupees. Therefore he pl^efers gold to silver. He also 
prefers it to token rupees. There is #an alternative use for 
gold, and according 4o Gresham's law it is withdrawn from 
circulation and absorbed in hoards in preference to rupees. 
In the opinion of Sir James Begbie, this hoarded gold is not 
so readily released as was the silver formerly. The con- 
fidence in the rupee has been partly lost. Statistics 
show this later reversion to hoarding on an extended scale 
is a retrograde movement,” 

It must be remembered that the rupee, like any other 
form of token money, can only be kept at a fixed value as 
regards gold by the use in some form of the principle of 
limitation. For the first seven years after the closure of 
the mints to silver for private coinage there were practically 
no new issues. The deficiency was in part supplied by the 
release of rupees from hoards and by importation from out; 
side. So long as these sources of supply were available, the 
principle of limitation dfd not have its full cTfect. In 
consequence the rupee failed to maintain the is. qi, ^^alue, 
and fell atone time to is. i(^.J After stability had^cen 
attained in 1898, the needs of more currenc}^ as shown by 
tfie difficulties of moving trade and the stringency of the 
Indian monej/ markets, led to the issue of new rupees by the 
GovcrniT|.ent. Since 190Q these issuers have been very lar^^ly ^ 
increased, but not so hs to threaten (excepi:, perhaps, in the 
crisis years of 1907-8) the gold price of the rupee. * 

Tire point is that the amount of rupees coined depends 
partly on the demands for remittance in Londt)n, partly on 
thti offer of gold in India to be converted into rupees, and 

* This principle of limitation was clearly stated by uTcardo with impor- 
tant historical illustrations in his " Reply to Mr. Bosanquet's Observations 
on the Report of the Bullion Committee (McCulloch's edition, p. 347}. 

t Tills possibility was foreseen by the present writer in an article en- 
titled “ The Indian Currency Experiment " in tlie Contemporavy Review , 
September, 1S93. l^epubiislicd in "Money and Monetary I^oblems/' 
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partly on tlie estimates of the Government as regards Indian 
requiicments for trade or banking. " 

But the amount issued is not automatic, as under the old 
system. The vast volume of the Indian currency is now a 
'' managed '' currency. 

The Report notices- this objection that without gold in 
active circulation India's currency must remain a managed 
system, with the implication that a managed system is a bad 
sj^^stem (sec. 66, p. iS). The passage may be quoted in full : 

The ideal with which this managed system is contrasted 
seems to be the system of the United Kingdom, where fresh 
supplies of the only unlimited legal tender coins, the sovereign 
or halhsovereigii, can be obtained by anyone who takes gold to the 
mint for coinage. In our opinion this contrast is of no value. 
There does not appear to us to he any essential difference between 
the power to import sovereigns at will and the power to have gold 
coined into sovereigns in India. The only [the italics are mine] 
point of the criticism that India's currency system is managed in 
a sense that is not true of the currency of the United Kingdom 
lies in the fact that the rupee is a token passing at a value above 
its intrinsic value, and at the same time is unlimited legal tender. 
It is true that it is not practicable even to consider the limitation 
of the amount for wliichthc rupee is legal tender. In this sense, 
therefore, the S37stem must remaif^ a managed one. But we 
demur altogether to the idea that because it is to this extent a 
managed system it must be a bad system. It is not, in fact, 
possible for the Government of India to 7 nanipulate the amency 
for their own ends, and they cannot add to the active circulation, 
except in respor.se^to public demands/* 

The difference between the power to have sovereigns coined 
a.nd the power to impo^-'t them is ix)t alwa.ys quite,, so negli- 
gible as is shown 'by the famous caselof Australia after the 
discovery of gold (in the absence of a mint). The market 
price of gold in South Australia is said to have fallen to 45s., 
and in Victoria to 60s., as against the Mint price in London 
of £3 17s. lOcl But at present this side of the management 
is of compara-fcively small importance compared with the 
''-only point of criticism " noticed immediately after. The 
rupee is a token of unlimited legal tender, and not only so, 
but, taking the country as a wkole, it is the principal medium 
of exchange, as well as being in effect the standard of value. 
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Gold is used and notes are used to a certain extent, but the 
rupee is still king, though his monarchy is more limited than 
it was. 

The answer of the Report to this objection is singuJeniy 
meagre. We are told fr^st that the Government cannot 
manipulate the currency'' for their owci ends. But the basis 
of the whole system^ as shown in the historical introduction, 
is that the Government adapts the sj^stem so as to secure 
stability of exchange for its own convenience. The mints 
were closed to raise and maintain the exchange, and the 
complex arrangements for keeping a reserve, and the nature 
and the locale of that reserve, have all been guided by the 
ends of the Government. So long as the rupee maintained 
its value in gold payable in London, the rest of its monetary 
functions were either not considered at all, or were supposed 
to follow, by some kind of pre-established harmony inherent 
in the gold-exchange standard. 

Next, it is assumed in the Report that so long as the rupees 
are issued not for the immediate prohts of the mintage, but 
in response to public demands, there can be no difficulty in tl] 4 i 
management. The central difficulty fe that at a,ny particular 
time the public demand nfay seem well founded and the new 
issue may seem desirable, but the method of new isfues is 
only one side of the question of management. There 
remains the management of withdrawals or of contraction 
m case of need. If rupees in India could be converted into 
gold in Kidia without any difficulty or postponement, tlien 
the contraction of the ^mrrency wwild be automatic. In^ 
fact, the rupee wotTld be, like a bank-note, convertible 
immediately into gold. But the very essence of*^the gold- 
exchange standard is in showing some degree of umvilling- 
ncss to supply gold localty in exchange for the Ibcal curreircy, 
but a liiglj degree of willingness to sell foreign exchange for 
payment in local currency at a certain n>aximum rate.'' 
(Keynes, op\ cit,, p. 6.) This difficulty of the conwersion €f 
the local currency into gold makes the rupee correspond, so 
far, to an inconvertible, and not to a convertible, note. It 
is true it is not absolutely inconvertible, but, as already 
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observed, there are all degrees of inconvertibility. In the 
development of Scottish banking there were some interesting 
cases of deferred or suspended convertibility which fielped to 
make Adam Smith a non-free trader in banking. In the 
case of India there may be & considerable cumulative 
increase in the circulation befor£ the method of partial 
convertibility adopted comes into effective operation. In 
general the balance of trade is in favour of India, and so long 
as this fa-^v)iirablc balance exists the volume of rupees can be 
increased. 

In a very able critique of the Report by Mr. F. C. Harrison 
{Qnmicrly Reviett’, April, 1914), which appeared after this 
paper was written, it is said ; “ At present there is no real 
distinction between the rupee and the note. Both are 
liabilities of the Government to be kept at a parity with gold. 
One is a note printed on silver, the other a note printed on 
paper.” This identification of the rupee with a convertible 
irote leads to curious consequences. In India the lowest 
denomination of the note is five rupees — why not one rupee ? 
Why go to the expense of printing the one rupee note in 
silver ? Why in most countries is the lowest denomination 
of note se high relatively to fire highest tokens ? The 
ansvyr to these qriO.'tl('-:i.s i-o.-olr-os inier alia an answer to the 
old questions : Is an over issue of convertible notes possible ? 
And is the danger specially great if the notes are of very low 
denomination ? - 

As the result of prolonged controversy, it became clear 
that over issue might mean relatively to the I'escrve, or over 
issue so as to promote or aggravate ai! inflation of prices on 
account 6f the dc jacio susjjended convertibility of small notes. 
Mdrat is the amount of the reserve held in India against the 
rupees actually in circulation, apart from what is supposed 
to be necessary to support the notes and tjie foreign 
excliange ? In the proposal for a central bank, submitted 
by Mr. Keynes (Anno.xc to the Report, p. 6g), it is laid down 
that only up to 40 per cent, of the gross circulation should 
be held in a fiduciary form without tax, the balance being 
held in cash (gold or rupees). Obviously, if the rupee is 
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itself a note printed on silver, it cannot form a reserve for the 
conversion of rupees, and if a corresponding proportion of 
gold is to be'^held against these notes printed 6 n vSilvcr, that 
would mean over sixtj^ million pounds of gold for tliis purpose 
(taking the circulation of ^rupees as i6o millions of crores 
[Mr. Harrison]). Mr. Harrison faces Ahe difhcult}^ though 
he thinks 30 per cent, in gold against the notes (wlicllier 
printed on silver or paper) would suffice, but he remarks : 
'' The India Office has never appreciated the fundamental 
diiTcrence bct^veen holding gold and holding securities.” In 
Mr. Keynes' scheme the fiduciary issues of notes ma}’ be 
increased up to 60 per cent, on the payment of a tax — but 
not be3’ond--— but in the excessive issue of rupees there is 
actualh'^ a profit of most of the difference between tenpence 
and sixteen pence. 

Again, the Government is not legally bound to give gold 
for rupees in India, though in practice it has made the offer 
in recent 3X)ars, and in the case of recognised specific deprecia- 
tion and the presentation of large quantities it could not do 
so. The suspension of the English Bank Charter Act does 
not mean that the notes become inconvertible, but simply 
that the fiduciary issues "'of the Bank may Le increased 
be3'orid. the cast-iron limit. The suspension of the offcivof the 
Indian Government to give gold for rupees in India \vhen 
asked for would make the rupees de facto inconvertible in the 
i^trict sense of the term. • 

/tt 

At tliis; point it is convenient to bring in another function 
of monev, namely, as q, standard pleasure of values. “^As 
already observed, in India as a whole the lupee is still king,'' 
and all prices are estimated in rupees, and not in gold. The 
ordinar3'' native of India knows no more about the gold- 
excliangc standard than fhe ordinary Englis^hman knows 
about the mint price of gold or the possible differences 
between the mint and the market price. ^If a monetary 
system is sound, this is the ignorance of the healthy man 
wlio knows nothing of the anatomy or physiology of his own 
body. It is a bad thing for a country when the masses of the 
people begin to feel that something is wrt)ng with the currency. 
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As regards the possible effect of the gold-exchange 
standard on general prices in India, the Report seems to be 
absoluteh^^ sitent. And yet it is precisely this aspect of the 
monetary standard that has latety attracted a,ttention all the 
world over. Everywhere there an outcry against the rise 
in the cost of living.^ The rise is? complained of in all the 
countries with the gold standard. Tlip gold standard is no 
security, as the last forty years have shown, against general 
movements of prices, down or up. 

Since 1900 there has no doubt been a great rise in general 
prices in India, and if India had had in every respect pre- 
cisely the same standard and currency as in this country, a 
rise of prices must have been expected. 

But the question of importance is whether the present 
system in India (which is no't that of the United Kingdom) 
is likely to aggravate the rise in prices. 

As already shown, the rupee has only an imperfect or 
impeded convertibility. Accordingly, the connection of the 
rupee with general prices is best seen by taking the case of 
inconvertible notes. Such notes have been issued some- 
fimes for a considerable period without any depreciation, 
but in most^cases (owing to this^rvery difficulty of manage- 
ment)^ depreciation, to a greater or less extent, has taken 
place eventiialljq and there is alwa.37s the fear of depreciation. 

It is important to distinguish between the s/'cei/Jr dopjvcia- 
tion of notes as regards gold, and their general depreciation as 
regards commodities. The premium on gold is not always 
the exact measure of the depreciation of the notes as regards 
commodities.* That is to say, the purchasing power of the 
notes qua commodities may be greater or less than is indi- 
cated by the depreciation as regards gold. There' is no 
doubt a connection between the specific and the general 
depreciation, but sometimes the divergence is considerable. 

In the same way, though the rupee remains at the par of 
the gold-exchange standard, its general purcliasing power 
may have fallen. Prices in terms of the local currency will 

* general argument is too long for trealment here. C/. Nicholson’s 
Principles of Political Economy/’ vol. ii., p. 128, bk. iii., chap, xv., sec, 4. 
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depend (other things being the same) on the quantity of that 
ciirrenc}^ If the' quantity is only slowly increased (in 
proportfon {o the work to be done), the cumuiative effect of 
new additions will be so much longer postponed. But if the 
means of contraction or ■^i^ithdraw’al are inadequate ; if the 
convertibility is only partial or suspended, then in time, if 
new additions are continued, the cumulative effect must 
operate. General rupee prices will rise, and after a certain 
point is reached this general depreciation may lead to 
specific depreciation, in spite of the large reserves held to 
support the foreign exchange (especialty if a great part of 
tliese reserves is documentary and not in gold). 

In such a country as India, with very imperfect credit and 
banking, and with an immense area and population, it is 
plain that Jiddi lions to the cifiTency operate more directl}^ 
on prices than in modern Western countries. No doubt 
an increase in quantity will take longer to work out its 
geiioral effect, and conversely any contraction such as will 
effect genei’al prices will also take longer. Says Mr. Keynes : 

So long as the rupee is worth is. ^d. in gold no merchant 
or manufacturer considers of what material it is made when 
he fixes the price of his product '' {op. ciL, pf 12). True : 
but suppose that the method of keeping up this price of the 
rupee leads to a great and continuous increase in the quam 
tity. The method may be quite successful, at any rate for 
cl time, as regards the is. 4^., but if the quantity of the rupee 
is increased general prices, so far, will rise." 

In this connection a reference ma^ be made to the period 
of the ] 5 ank Restriction in England (1797-1823), when the 
Bank of England was restricted from giving geld for its 
notes on demand. The principles of the case have been well 
brought out by Bagehot pn his Lombard .Street.'' The 
essence of the history is simply this : — For the first ten 
years the notes, though inconvertible, remained unde- 
preciated as regards gold. Apparently the directors had 
acted in the soundest manner. Yet, says Bagclfot, when 
they came to give the reasons for their -action they have 
become classical by their nonsense. They applied, it is true, 
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a principle of limitation that severe..- natural enough. They 
only made advances in terms of notes for the bond fide demands 
of trade, and ‘at a high rate of discount. They viiougi::. in 
this way the demands for currency ’\vere fairly indicated, 
and that, therefore, there could r^be no dopn'cciation. But 
they forgot the ciLmiilativo effect, c None of the notes being 
witlidrawn or sent abroad, in time t^e quantity became 
too great, prices rose, and, inter alia, the price of gold. 
Whether the rise was in both cases exactly the same is an 
old and interesting question, precisely that old question of 
the measure of depreciation. 

In effect it would appear that the method of limitation 
now adopted as regards the issues of the token rupee is the 
same as that adopted by the Bank of England in the Restric- 
tion. So long as the rupees '’are issued only in response to 
a supposed real effective demand, it is thought that there 
can be no depreciation (see Report, p. 19). The specific 
depreciation as regards gold may be guarded against or 
provided for by the devices used for the maintenaiic'c of 
parity, but in the course of time the rupees in circulation 
mil accumulate, and after a certain point a rise in price 
must follow.^ In the case of India, with its favourable 
balance of trade, the rise in prices must no doubt be con- 
siderable before tlie parity of the rupee will be affected for 
foreign exchange, but in the meantime India suffers from 
tlie beginnings^ of a general depreciation. And in the eneb 
as already observed, even specific depreciation may take 
place, especially if the reserves held are in the main docu- 
' mcntaiy and not actually in gold. ^ 

This pg'.pcr began with the statement that the Report 
failed to give adccpiate consideration to certain aspects of 
Indian curreiv:y that in the cou:^:se of time might prove to 
be of grave concern. In conclusion, the omissions and the 
possible evils may be briefly summarised. 

_The leading idea in the criticism offered was to refer to 
the primary functions of money. Owing to the necessary 
interconnection of these functions, a treatment of any one 
involves a reference to the rest. 
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As regards the function of money as a medium of exchange, 
the Report, following the practice of the Government of 
India for the last twenty years, considers the^tupee mainly 
from the point of view of foreign ^exchange. It considers 
tlie means by which the strbibSty of the gold-exchange va?ae 
of the rupee may be safely and most economically secured. 
It seems to be taken for granted that if only this stability 
is maintained it makes no difference to the people of India 
if their principal metallic currency is token monej^ The 
opinion of the 189S Committee that the gold standard 
should be gradnalh^ made effective by the use of more gold 
as currency is discarded ; it is argued that to support the 
stci.l>i]ily of foreign exchange the gold would be much more 
useful massed in some banking centre, the preference being 
given to London. The ready interchangeability of the coins 
with the corresponding metal within the country (which, 
under the old system, was so convenient) is passed^ over as 
of no importance. 

'fhe function of money as a store of I'aluc is emphasised in 
connection with the accumulation of gold to be used in case 
of need to support the gold-exchange value of the rupees 
but the more primitive form of the store of valu/in the native 
hoarding is neglected. The native can no longer hoard silver ; 
he has not the same confidence in the rupee .as a t^sken ; 
therefore he hoards gold, and he is less willing to part with 
fhis gold when there is a difficulty pkced in the way of 
getting it back. With regard to the function of mone}/ as 
a standard nicasuvc of (including deferred paymerds), 

it seems to be takei? for granted in the Report that if the*" 
rupee is only linked to gold for foreign cxchangcf its value 
or general purchasing power must conform to that of gold 
as determined by the world's markets and the \vorkVs 
banking. ^ It seems to be thought that it can make no differ- 
ence what the intrinsic '' value of the rugee may be. If, 
however, the rupee ought to be regarded as partaking of 
the nature of an inconvertible note, this simple relation will 
not hold good. 

But so far as the rupee is like an inconvertible note, so 
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far it is subject to the same limitations or liable to the same 
dangers. In particular there is the danger (unless the 
volume is sti'ictly limited) of a general rise in piices. If 
water flows into a reservoir in greater amount tiian. to 
tile extent of all the withdrawals^, the level will rise, though, 
of course, it would rise more quichly if there were no means 
of withdra^Yal. As a matter of fact, there has already taken 
place in India a great rise in rupee prices. The extent and 
the nature and the causes of the rise are open to contro- 
versy, but, roughly, since 1900 the rise in prices seems to 
have been associated with the increase in the \'olume of 
the rupees. If the inflation of the rupee currency has already 
begun to operate, we may expect that in the near future 
the rise will be still more marked. This possibility is serious ; 
already some of the highest authorities have given this rise 
in prices as one of the chief causes of Indian unrest. Wc 
know by theory, with abundant historical verification, tliat 
in a rise of prices due to inconvertible paper or any analogous 
cause the mercantile and trading classes gain at the expense 
of the masses. Even if the rise in prices is due to an increase 
of gold, until the period of transition is over the same rule 
seems to apply. In the case oFgold, however, there are 
natural economic forces which in time must limit the 
monetaiy supply, and so far the level of prices, but in a 
managed currency such as the rupee these natural forces 
are absent or w'eakened. No one, for example, w^ould melc 
down rupees to make ornaments, but gold coins" are con- 
stantly so melted. Even the Government is not likelj^ to 
T'ontract the currency by melting down rupees, unless the 
evil of inflation has become intolerable. But after a certain 
point is reached in the inflation, the general depreciation 
in tlie purchasing power of the rupee must be followed by 
a specific depreciation as regards gold; and if this is tke 
case, then the main object of the whole policy is defeated. 

To prevent misapprehension, two supplementaiy obser- 
vations may be made. The Report docs, no doubt, pay 
considerable attention to possible development of banking 
and the use of bank-notes, and so far considers the medium 
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of exchange from the point of view of internal requirements. 
But when we^are told that 90 per cent, of the Indian people 
cannot read, and when we know they are vety poor, this 
development of credit is only likely^do increase the rapidity 
of the inflation of rupee prfces. The Report seems to think 
it an evil if gold replaced notes in the circulation, though 
the notes are only convertible into rupees. 

The other observation is of a more general character. It 
may be said that the criticism here offered would apply to 
any form of the gold-exchange standard. So far as the 
conditions are essentially the same, this is quite true ; but 
the general argument is too large to be considered in this 
place. 


Note.^ — In a review in the Quarierl% Journal of Economics, May, 1917, 
Mr. H. Parker Willis, of the Federal Feserve Board, expresses the 
opinion, with which I entirely concur the gold exchange 

standard system is available only for dependent countries. In short, it 
is not a monetary system, but a connecting link between an isolated 
market and the broader market to which it looks for support.'" 
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INFLATION OF THE CURRENCY AND THE RISE 
IN PRICES 

Prefatory Note 

[This essay was first published in the Economic Journal 
for December, 1916.] 


Inflation is one of those terms so common in economics 
which can only be defined by reference to the proper correla- 
tive. An old word for inflation of the currency is redundancy. 
Redundancy means an overflow- - an overflow of the channels 
of circulation. 

^ In the case of paper money the term generally ofcd for 
inflation is qyvW-issue. Inflation in this sense is not S3'Tiony- 
mous with increase in volume. An increase in the currency 
in accordance with the growth of wealth, trade, popula- 
tion,*^ etc., is regarded as normal. Inflation means an 
abnormal increase. 

It niiiy well be thought, primd facie, that a great \''ar 
such as tills would call for an increase in all tluT forms of 
^c/urrency in the same as an increase in the volume of 
trade or population. And in this casd it may be said that 
account ihust be ta.kcn of this extra monetarj' work before 
estimating the inflation (if of the currency. 

The question then arises : Wb-at is the test of over-issue 
or inflation if we cannot take merety the pre-w^aiv average? 

The usual practical test of over-abundance or redundancy 
of inflatipn of my form of currency is its depreciation. 

But the term “ depreciation '' itself is also a relative term, 
and the meaning depends on the correlative. 

In the case of notes there are two distinct mieanings of 
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depreciation according to the correlative taken, namely, 
(i) specific, d.iid (2) general, depreciation A* 

(i) In specific depreciation the notes are cdmpared v'ltli 
the metallic standard on which the\^ are based (say), gold. 
This was the meaning ah'tays attached to depreciation by 
the old masters, Tooke 'dnd Ricardo., Deprecia.tion in tins 
sense is measured by the premium on gold, i.e., by the 
extent to which the price of gold measured in notes idses 
above the mint price. '' During the years 1S03-S, for 
example, the difference in the value of Bank of England 
notes and gold estimated at the Mint price was no more 
than £2 13s. 2 d, per cent. In 1813 the depreciation measured 
in Hiis way was £'29 4s. id, per cent.'' (Porter's '' Progress 
of the Nation," 1847 edition, p. 429). 

If the notes arc immediately convertible into gold 
v'itliout any dcla.y or hindrance of any kind whatever, 
obviously they cannot bocoi'xie depreciated in this specific 
sense. 

Under such conditions, however, the notes might become 
apprciia/rd relatively to gold. 

For a time in the eighteenth century Scottish one pound 
notes in some places were-’ of higher value than the metallic 
money they were supposed to represent, mainly owing to 
their convenience for transmission. * 

It is quite possible that the present restriction of gold 
iVaports by Sweden may cause a specific appreciation of 
the Swcdisli notes I'clativcty to gold. 

During the loeriod of the Bank ^Restriction in England 
it was maintained tliat the notes werd not deprecia.ted' 
relatively to the gold, but that the gold was appreciated, 
owing to the exceptional war demands for gold, relatively 
to the notes. ^ 

- Inconvertibility (absolute) of the notes does not of itself 
involve depreciation. Sometimes the mere fact of the 
announcement of inconvertibility causes depreciation by 
discredit, but, in general, as showm hy Ricardo, due regard 

Cf. article on ''Depreciation*' by Profesrior F. Y. Fdge worth in 
i algrave's “ Dictionary of Political Economy." 



64 


WAR FINANCE ^ 


to the principle of limitation will prevent specific deprecia- 
tion of any form of currency. 

Between absolute inconvertibility and immediate con- 
vertibility there are all degrees of deferred or suspended or 
Hunted convertibility. Any hind-ance of any kind in time 
or place to the immediate conversion of the notes into 
gold so far means imperfect convertibility. The history of 
banking is full of examiples of optional or deferred or 
nistricted convertibility. 

In the present war, whilst France, Germany, and Russia 
at once adopted inconvertibility, in Britain only certain 
restrictions were imposed on the conversion of notes. The 
ITcasury notes since their first issues have been convertible 
into gold at the Bank of England. At the same time, very 
early in the war restrictions were imposed on the ordinary 
banks paying out gold, and people were requested to use 
the notes. 

The Treasury notes are de facto inconvertible (except at 
the Bank of England), but so far as is generally known they 
have suffered no specific depreciation within the country. 
We have not come to the pass of having a gold price and a 
paper price in the shops. Any small hoarder of sovei-eigns 
who released his hoard would not x^eceive more than the 
nominal value in notes. 

Specific depreciation is measured not onl};^ hy the price 
of gold, but more generally by reference to foreign currency,' 
as shown by the foreign exchanges. The principal fn'actical 
problems arising out of the specific depreciation of Bank of 
England notes in the Restriction were''- connected with the 
foreign exchanges. 

In the present war the principal efforts of the English 
financial autlwities have been directed to preserving the 
stability of the foreign exchanges. Except for a short 
period in the autumn of 1915, there has so far been little 
oxjio specific depreciation of the English currency measured 
by the foreign exchanges, having regard to the new gold 
export point. 

(2) There is, hoxvever, a second meaning of depreciation 
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wliicli, from the point of view of the general public, is often of 
more importance, a general depreciation, namely, in the sense 
of a fall in purchasing power. To ordinary people who know 
nothing of the foreign exchanges it isThis kind of depreciati|)n 
that is suggested by an ‘inflation of the currency. The 
inflation of the currency'* is supposed to be shown by the 
inflation of prices. 

The term depreciation (in this general sense) came to be 
applied to gold itself after the alteration in the level of prices 
consequent on the great gold discoveries of the 'fifties. 
After 1873 the correlative term appreciation of gold came 
into common use as equivalent to a general fall in prices in 
the gold-standard countries. 

Nothing can be more distinct than a fall in the value of one 
form of currency compared with the standard (or with any 
other form of currency, e,g,y foreign) and a fall in the pur- 
chasing power indicated by a general rise in prices. Yet it 
is very cornmonl}’ assumed that so long as there is no specific 
depreciaiion of the English notes, the issues of such notes 
cannot have caused any general depreciation. That* 
there has been a great fall in the purchasirig power of 
the pound sterling cannol: be denied. It is also clear 
that gold has been displaced from circulation, and that its 
place has been taken by notes, and in this scnsc^thc 
notes have less purchasing power than at the first issue. 
But by most people the fall in the purchasing power is 
assigned fo causes affccting the peadicular commodities, 
c.g., to scarcitj^ or to war demands, and not to the 
over-issue of the notes. 

'WliclliCi the general rise in prices in this country*is to be 
attributed at least in part to an over-issue of notes is a 
matter for argument, and in? the last resort the** verification 
involves a ^;erics of difficult statistical inquiries. But it is 
important to make clear at the outset that the mere absence 
of specific depi'eciation (as shown by the foreign exchanges), 
does not of itself disprove general depreciation due (so far) 
to over-issues. 

It is true that the same causes tend to bring about.both 
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Specific and general depreciation, but there are also special 
causes at work in the two cases, and the two kinds of 
deprcciation^iiay move at different rates or even in diilerent 
directions. 

^In an extreme case no doubt'^an enormous issue of notes 
will at the same time lower the vaiue of the notes in terms of 
foreign currency and also lower their purchasing power 
within the country of issue. 

But even in this case whether the speci/lc depreciation 
shown in the foreign exchanges is the exact measure of the 
general depreciation in purchasing power depends on various 
conditions. As was remarked by F. A. Walker in his book 
on ''Money/' this question is perhaps the most difficult in 
the tteory of money.* 

Since the standard work of Goschen, the thcorx' of the 
foreign exchanges has been treated by many able writers, 
and in our own times has received special attention from the 
advocates of the gold-exchange standard. It is suiTicient 
here to remark that mox'einents in the foreign exchanges are 
.the resultant of a number of variable causes, and the move- 
ments majube "corrected" by various special expedients 
which have for the time little effect on the general level of 
priccijS in the " correcting " country. 

Tiie principal cause of any movement in the foreign 
exchanges is a change in the international indebtedness. If, 
however, the" adverse balance of indebtedness is restored 6y 
the export of securities or the creation of foreign credits, the 
fail in tlic exchanges is stopped. But coincidejutly there 
may be a continued rise in prices wfithin the country, and it 
is possible that this rise may be due to continued excess;vc; 
issues of notes. 

It may abo be observed in passing that the credit of any 
country is only one of the causes affecting the foreign 
exchanges, and accordingly movements in the foreign 

* Cf. my “ Piindples of Political Economy,” bk, iii., chap, xv., sec* 4, 
voJ.^ p. 1 I once complimented General Walker on liis clear treatment 
of thi;:; m;iLl.cr and ho said to me : ” Do you know I was never clear in niv 
own iPiind on thr.t question,” 
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exchanges do not necessarily reflect or measure changes in 
national credit. ^ 

It is commonly admitted, for example, that the general 
rise of prices in Russia is partly due to the excessive issues (jf 
paper money, and that these issues are also partly account- 
able for the fall in the foreign exchange. But it is plain 
tliat for every movement in the Russian foreign excluinge 
or of the value of the rouble in terms of the pound there 
cannot be a movement in the general level of prices in Russia. 
Russia is too big. Nor does Russian credit fluctuate simply 
with the changes in the sterling value of the rouble. 

Diokession on the Effects of Depreciation on 
Foreign Tkaee. 

'i'l'ie di ricrence between specific and general d('[>rt.‘ciatioM is 
of great practical importance in estimating the (.‘rfect of the 
de]u*cciation of incon\’ertible notes on the course of foreign 
trade. It is very commonly taken for granted that dejH’ecia- 
tion of the notes will stimulate exports from the country 
concerned. Take, for example, the following statements : — - , 

So long as the mark is at a discount there wyl be a pro 
Umto advantage to export Trade, and although the mark 
ma.}* eventually regain its par value, a few months, or «ven 
weeks, will have an appreciable influence on reopemng 
foreign business.'’ Or, again, this : — Man sagt daher 
mil: Recht : eine entwertete Valuta wirkt v/ie. < 5 inc Eiicicii- 
terung der 'Ausfilhr.” f 

In the s^me way it is held that a corresponding check will 
be placed on imports*' by the depreciation. Thus Diilil : 

“ Die ent^vertete Valuta wirkt wic eine erliohter Scluftzzoll." 
And Mr. Clare writes : On the trade of a country deprecia- 
tion and an unfavourable exchange generally ha^ much the 
same effect ys a protective duty. It stimulates exports and 
checks imports." J On the other hand, Goschen vTites : 

" It wall be easily seen wfliy it is possible to assume j:hat a* 

Professor Kirkaldy ; Address to British Association, 1916, 
f KaTl Diehl : Zur Frage eines Zoilbuindnisscs zwischen Deutschland 
iitid Oestcrrc'ich-lJngJirn,” if 36. 

I " The A B C of the Foreign mvclianges/' p. 153. 

# ■ ® F a 
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country in wliicli a depreciated currency and a prohibition 
to export bullion exist is likely to be importing more than 
it is exporting.* In explaining the position, Goschen says : -r 
“..Sometimes Governments simply, for their own purposes, 
issue a quantity of paper money ; the natural consequence 
will be over-importation ; prices will rise in consequence of 
the increase in circulation, and accordingly attract commo- 
dities from other markets, while the exports, having risen . 
also (in price), will be less easy of sale abroad.” 

The question was much discussed at the time of the 
birnotaUic controversy with reference to the effects of the 
depreciation of silver. Mr. J. M. Keynes f in his book on - 
Indian currency supports the view that depreciation as such 
has little or no effect either by way of stimulus to exports 
or check to imports (and presumably the same reasoning 
would apply to paper as to silver). 

The solution of this curious conflict of opinion amongst 
authorities who have given special attention to the question 
is to be found by distinguishing between the two kinds of 
-depreciation. The truth is that specific depreciation will 
tend to stimulate exports or imports or have no special effect 
on either, according to the degree of the gcucyal dtqv.-eciation 
(if asiy) which has taken place within the country concerned. 
Take the first case. The exporter, owing to the specific 
depreciation, is siq^posed to get more notes than before to 
spend in his own country after converting the foreign money 
into his depreciated paper. If, however, there has been a 
greater general depreciation, these extra notes will have less 
purchasing power than before. He will have to pay more in V, 
expensfe of production, the expected gain will turn to loss, 
and exports will be checked. (Goschen’s case.) 

Take tlfe second case. With a general depreciation 
greater than the specific the importer will obtain more notes 
and on conversion more gold than before in the country of 

■- origin-J 

^ Goschen’s ‘‘ Foreign Exchanges/’ p. 72. 

t "■ IridiaH CLirrency anci Finance,” p. 3 and note. 

• i The general argument on the effects of the tv/o kinds of depreciation 
\viil}.-aT)piif.;ali »ii to silver and to inconvertible paper was given in a ' 
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The particular case of England during the present war is 
of special interest. There has been a contiguous rise in 
prices or a general depreciation of the currency, with little 
or no specific depreciation. The natoral consequence worJ;d 
be (so far) a stinuilus to imports and a check to exports. 
(Goschen's case.) If this interpretation is correct, the efforts 
made to keep up the exchange or check the specific deprecia- 
tion without at the same time checking the general deprecia- 
tion have (so far) stimulated importation, and thereby 
increased the balance of indebtedness which has to be met 
by the export of securities. The large importation, apart 
from Governmental imports of war materials, seems (so far) 
to confirm this view. 

Tills digression, however, is, only intended by way of 
of the distinction between general and specific 
depreciation, and is not meant to antir^ipate a priori the test 
of a statistical inquiry. 

(End of the DigressioV.) 

To return to the general argument, we have next to con-'^ 
sider the causes which under normal condition6, i.e,, with 
absolute convertibility in full working order, may bring about 
a general rise in prices in some particular country as comp^ired 
with the general world level, and the limitations imposed on 
tijat rise by tlie conditions of convertibility. 

Before J:he present war England maintained tlie gold 
standard in the most effective form. Every credit-substitute 
for gold was convertible into gold as recjuired. The position • 
was sometimes explained by saying that London^was tlie 
only rt‘a.lly free market for gold. The ultimate converti- 
l)ilit 5 r of the notes was not only secured by cast-iron restraints 
on over-issue and by a gold **i'escrvc tliat seemed* ridiculonsly 
large, but ki eveiy bank in the kingdom convertibility was 
a matter of common routine. The proportion of gold to 
notes in circulation, even in Scotland, with its onc-pound 

paper to the Royal Society of Edinburgh in 1SS8. Repub'iished in my 
‘'?Ck.'iK;y and Monetary Problems/' in the Essay entitled ‘‘Causes of 
Movements in General Prices/' 
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notes well established, depended sirripl}: on the convenience 
of the people concerned. Some people preferred to carry 
gold — some ‘notes. Anyone who cashed a cheque could 
state his preference, for internal purposes no restraints 
were imposed on the use of gold, and the notes in use were 
strictly limited by the Acts of 1&44 and 1845. Silver and 
bronze were also coined simply to suit the convenience of the 
people. Though their legal tender was limited and their 
metallic value not half the nominal value, they were always 
con^'erlible, and the chief complaint was of occasional local 
scarcity of some kind of these tokens, e.g., farthings. 

In any expansion of trade after a depression there was an 
expansion of the currency, i.e., of gold notes, and token coins, 
to provide for wages, retail trade, etc., under rising prices. 
Seeing that the issues of notes were strictly limited and in 
England none under £5 were allowed, a continuance of the 
rise in prices — from whatever cause it may have originated, 
c.g., speculation, foreign demand, etc. — was only possible 
with an increase in the gold available. 

^ Of the monetary transactions of England under normal 
conditions the part actually effected by cash payments in the 
strict sense, that is to say, by coins or notes passing from 
jiandto hand, is relatively so small that its impcn-laiice is apt 
to be overlooked. The Bankers' Clearing Returns in 1913 
amounted to over £16,400,000,000. The gold circulation 
probably did'npt exceed £160,000,000, of wliicli about half 
was in the hands of the public and half in the banks, includ-* 
ing the Bank of England."^ 

The amount of gold in the countTy compared with the 
w’ork urhe done seemed so insignificpait as to be negligible. 
\\b were told that the real currency of tlic C(.>un-!:r3’ was not 
the sovereign (and its metallic submultiples), but the checrucx 

As a furtl'ier consequence it was maintained tl)jEit so far as 
the kw^el of prices in any country depended on the quantity 
of the money, the gold was of little importance. The opinion 

* Cf. Report of the Currency and Finance Committee of the British 
Association, in Professor Kirkaldy’s " Labour Finance and the 

\\'ar/A,p. 23 T. 
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\vas confirmed by observing that the seasonal demands for 
ciUTency passed almost unnoticed, and from year to year 
there might be great changes in trade and consequent 
changes in the demand for currenc^y with little effect on the 
monetary system. The gblcl seemed to be the ornamental 
svrr\'ival of an old system -of about as much use as the buttons 
on a tail coat. The real thing was the clieque-book in the 
pocket. 

The falsity of this idea, that the importance of gold and 
notes based on gold is to be estimated simply by the propor- 
tion to the mass of the actual currency (in which the cheque 
is altogether predominant), may be made clear both by 
reference to the : hear:; ng of the gold standard and the methods 
by which it is maintained. Did anyone ever hear of a cheque 
standard ? Can anyone even explain how a currency of 
cheques can be maintained unless the cheques are con- 
vertible into cash as required ? The American crisis of 
1907 illustrates the difficulty. ^ 

The outbreak of the present war gave a vivid illustration 
of the vital importance of currency as distinct from credit. 
The suspension of the Bank Act — the old remed}-' for the 
increase of cash in times of crisis — was permitted, but was 
not acted on.'^' It was not acted on, not from any fantastical 
reason that our currency was a cheque currency, but i^fmply 
because it was supposed that the provision of cash in this 
Vay was too feeble. As fast as possible, Trcrasiiry notes for 
one pox/nd and ten shillings were printed and at the same 
time legal tender was assigned to postal orders. Any bank 
was to be allowed i;o get notes to tlie*extent of 20 per 
cent, of its total liabilities on deposit and current accounts 
as shown in the monthly sfatenienl last issued before 

* 

* The insuhiciciit supply of Treasury notes made it iiecossiiry to issue 
to bankers t)n August 7rh and 8th, 1914, a part of the aa\'a5i(:es to which 
they. were entitled under the Currency and Bank Notes Act, in the form 
of IBank of Kngland notes instead of Treasury notes . . . the excess 
issue reached at its highest point /3, 043,000.” (Eco^iomic Joiir^tal, 
December, 19x5, p. 566,) This fact was not made known till about a 
year later, and as the Bank of England notes were only used because the 
Treasury notes were not printed fast enough, it is practically true to say 
that the snspe-.isi-ni was not taken advantage of. 
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August 6th, 1914. [Cd. 7S36.] Not a voice was raised 
against this creation of cash for the emergency—the only 
criticism wasdo the ehect that the notes ought to have been 
already printed beforelia^nd, 

In the face of a monetary pariic of this kind it is absurd 
to reckon the relative importance of the notes simply by the 
l)roiK*rlio;i to the bankers’ clearings. It %vould be as reason- 
able to estimate the relative importance of the bodily organs 
by tlieir weight. Nor is this insistent demand for cash to 
be explained as altogether exceptional owing to the sudden 
on i. break of war. The need for currency as the basis of 
internal credit was quite as forcibly illustrated by the 1907 
crisis in the United States, of which one of the sequels has 
been a change in the banking law. 

The best way to understand the effect of the war on credit 
and currency is to look first of all at the essence of the rekx- 
tions between cash and credit under normal conditions 
before the war. Befpre the war there were three very real 
limitations imposed on the rise of prices by an expansion 
of credit. There were three great drain-pipes which allowed 
the monetary cistern (to recall the metaphor which Jevons 
made popular) only to be filled up to a certain height. 

(i) .The Internal Drain . — There was first the drain to 
provide cash for payments within the country itself- — the 
internal drain limitation. Every banker knew that in case 
of need. he mu'st,meet his cheques in cash. His creation of 
bank money was limited by the necessary provision of, or 
command over, a due proportion of metallic rnmne-y or its 
legal tender representative in notes. Cash was required 
for wages ‘‘and various retail transactions. 

As a matter of fact, the stringent regulation of notes as 
compared with other forms of bankers’ credit {e.g., cheques) 
has been recognised in every country, and in nq country 
was the regulation more stringent than in England before 
tlio war. Whether the regulation was too stringent is not 
now the question. The point is that, under normal con- 
ditions, the limitation of the notes made it necessary, after 
a certain point was reached, to provide gold, and the pro^ 
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vision of gold in a country that does not produce gold is a 
very different thing from handing out checjue-books or 
printing off notes. 

( 2 ) The Foreign Drain . — This necessity for the provision 
of gold in case of need— Vhich is the real meaning in a 
practical form of a gold 'standard — is still more imperious 
when we look to foreign payments and the possibilil}' of 
a foreign drcLin. 

It is true that before “the war to a greater and greater 
extent the use of gold was economised in international 
payments. This econom}- reached its most advanced stage 
in the development of the gold-exchange standard. But 
in all these economies the gold foundation was still necessary. 
W’^lien. the proportion of gold fell below a certain point in 
the central bank steps were taken which directly or indirectly 
led to a contraction of credit. 

Tl'.e methods by which the stock of gold was replenished 
in the case of a threatened foreign draiiirhave been explained 
by a succession of authorities on banking. The central 
point to seize is that, with all the economies of gold wq. 
never get away from the fundamental necessi^ty of every 
monetary centre having a sufficient amount of gold under 
its control to ensure the absolute convertibility of its credit- 
substitutes. Were it not so alread}^ before the war'^the 
gold standard would have been effectively abandoned. In 
London the gold standard was most effectively maintained 
because ftie principle of immediate convertibility was 
most sti'ictlv observed. It is true that the store or , 
fund of gold held in London was far less than in other 
great centres, but the flow was greater and more'^ steady. 
And, as in wages, it is the flow and not the fund, that 
counts. « 

Under the conditions that prevailed before the war gold 
had come to be recognised as the one standard diroiighoiit 
the commercial world. All the other currencies and credits^ 
were expressible in terms of gold and their values were 
determined in reference to gold. It followed that a very 
close connection subsisted between the general prices in 
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any one country (reckoned in gold) and general world prices 
in the same standard. 

That the levels of prices in gold-standard countries tend ^ 
to equality is sometime^ taken as axiomatic, and is shortly 
expressed by saying that gold h^lng the standard must have 
the same value all the world oveK 

The simplicity of this ass;:;vipvi(;U disappears when we 
look into the meaning of the value of gold. To begin Vvdth, 
there ai'e all the difficulties of index numbers, of which a 
veiy able and interesting has just been furnished by 

the United States Bureau of Labour Statistics.*'^ The danger 
of applying general index numbers to particular problems 
has long been familiar. For most practical purposes we 
need special index numbers. It is true that in any very 
marked movement of prices the various index numbers 
tend to move in the same direction, but they move at 
different rates. 

With regard to tlje tendency to equality of international 
prices (r.g., of English prices with world prices), it can only 
subsist in the first place in ai tides capable of easy and 
prompt transfer in international trade. There is, for 
example, no direct and immediate tendency to equality in 
the prices of lands and houses, which are the largest values 
in the national inventories. The same is true of the price 
of labour and of the diffei ent kinds of labour. The price 
of labour (of a typical kind) may vaiy greatly wlien we 
compare England with the United States, or ^ India, or 
Australia. Even as regards the great staples of into'national 
trade, prices vary with freights, and freights are subject, 
even im normal times, to var3dng influences. Indirectljq 
no (ioubt, the tendency to equality" of international staples 
reacts on oTner things. The price of agricultural land in 
England depends largely on the world prices of agricultural 
produce, as was well shown in the depression that set in 
in the 'seventies. The international article affects the price 
of the home alternative. The price of labour itself depends 

* BiiUinin Nos, 173 and iSi. Cf. Quayierly Journal of Economics, p. 796, ^ 

August, 1916, 
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partly on the cost of food, etc., and partly on the prices of 
the products of labour, and both are subject to international 
infiuences. 

After these and similar allowaii.ces have been made for 
the differences between liational and international prices, 
it still remains true thatf under normal conditions national 
prices (measured in gold) must be adjusted to the inter- 
national level. With a rise in national prices (from any 
cause) imports will be stimulated and things formerly on 
the margin of doubt will come rolling in. Converse!}’, as 
regards exports, the marginals will be retained or not asked 
for at the rising prices. In this way the balance of indebted- 
ness will rise against the high-priced country. This growth 
of the adverse balance must in the end cause a contraction 
of credit, unless it is met by the export of securities or the 
creation of foreign credits, or some other expedient. Failing 
some such adjustment, there must be a drain of gold, and 
if the gold standard is to be maintained, the reaction on 
prices is inevitable, though long delayed. The long post- 
ponement may culminate in a financial crisis. ^ 

Under normal conditions the more effective the main- 
tenance of the gold standard by absolute convertibility 
the sooner the restraining influence will be felt oa any 
national expansion of prices of the cxiernal drain, 

(3) The Consiimpfion Drain . — There is one other drain — 
Ihe third drain — in which may be seen thfc fundamental 
dependence of credit-prices on gold apart from the internal 
and external drains just noticed. After a point, risin^c^. 
prices and rising inComes will cause a rise in demand for 
the use of gold in the arts. The mint price of goM is fixed, 
i.c., so much gold is coined into so many pounds. Con- 
versely, if gold is wantecLfor the arts it may be obtained 
by meltiiig down the sovereigns (this time perhaps in spite 
of the law). 

If, however, prices could rise indefinitely with an expa^n- 
sion of credit the drain for consumption ivould absorb all 
the gold in circulation or in the banks if convertibility were 
maintained. Tlie recent publication in this country of the 

f *■ 
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proliibition of melting down gold coins seems to show that 
this kind of drain is being felt or feared. 

The concluMon of this part of the argument is, that so y 
long as the principle of convertibility is strictly maintained, 
any national depreciation of the^currency, whether specific 
or general, tends to bring into play with increasing force 
one or all of these /lure chmins. 

In general, however, under normal conditions, any 
tendency to depreciation is checked long before any one 
of the three drains becomes noticeable, even to the ordinary 
banket. 

The chief reason for this restatement of the principles of 
the limitation of the expansion of credit-prices is to make 
clear by contrast the changes introduced in England through 
tlie war. The general I'esult of our financial policy has been 
to replace the old brakes on the expansion of credit by new 
brakes on the convertibility of credit-substitutes into gold. 

The old regulations on the issue of bank-notes have been 
annulled, both as regards quantity and denomination. The 
issue of Treasury notes for one pound and ten shillings of 
full legal tender makes it possible to dispense altogether 
with gold for internal circulation. The removal of limits 
to the- quantity of the issues of the notes has enabled the 
Govefrnment or the banks to provide against any internal 
drain, simply by printing off more notes or certificates.* 

The old check" of the internal drain is no longer operative! 

With regard to the foreign drain limitation, it is true tliat 
the “'principle of convertibility has been maintained by the 
Bank of England, %ut not by the pre-war methods. A great ' 
effort ha^ been made to prevent specific depreciation by 
Governmental provision of foreign credits, so as to neutralise 
the fall in t lie-exchange consequent on the increasing adverse 
balance of indebtedness. The specific depreciation has been 
counteracted or prevented without any regard being paid 
to^the possibility of general depreciation within the country. 

* The notes outstanding have risen from ;f43> 519,010 on ]May 12, 1915, 
to 071,885 on November 8, 1916, with coin and bullion unaltered | 
in the redemption acc(;unt at £ 28 ,^ 00 ^ 00 . 



INFLATION OF THE CURRENCY 


77 


The restraints imposed by the war on international trade 
have rendered the readjustment of national to international 
prices more difficult. Accordingly, under war conditions, 
it is possible that the level of prices in England may rise 
owing to causes affecting English credits and currency aifart 
from any general rise iil world prices. Having regard to 
the enormous demand by Britain and her Allies, the rise 
in British prices may be the chief cause in the rise in world 
prices of international staples. At the same time, the 
substitution in all the belligerent countries of notes for gold 
and the adoption of imperfect convertibility allows gold 
to overflow in the neutral countries, e.g., the United States, 
and gold so far suffers a general depreciation. 

The third limitation, the drain for consumption, is prac- 
llcidly inoperative when the circulation has been reduced 
to notes. The efforts of the Government, however, have 
been directed so far to prevent the use of gold within the 
country either for the arts or forhoa.rdjng, so as to put more 
under their control for slabilising the foreign exchanges 
and preventing specific depreciation. The third limitation 
on the expansion of prices by an expansion of currencj^ and 
credit is thus removed or weakened. 

It appears then that the fhree great limitations -w^ich in 
normal times were imposed on the expansion of prh^s in 
the United Kingdom have been de facto removed. 

It does not follow^ however, that as a necessary conse- 
quence |)rices must have risen abnormalU- — so far only the 
possibiliiy of an abnormal rise has been established. * 

As the history of the Bank Restriction fi/qy-iSiq) showsf 
it is possible that a rule of thumb, not foundtd on any 
recognised monetary principle, may suffice for a time to 
check both specific and general depreciati ODi, As already 
shown, inconvertibility of itself does not mean depreciation. 
The essential thing is that the principle of limitation must 
be applied in some effective form. Bagehot said that the 
reasons given by the Bank of England directors (in the 
Restriction) for their rules regarding their note issues had 
become “ almost classical by their nonsense.'' Yet for a 



7S 


WAi^ FINANCE 


long time the rules were practically sutncierit. The founda- 
tion of the principle of these rules of thumb was the belief 
that a bank irate of 5 per cent, (with the usual first-class 
banking securities) would sunico to check any undue issue 
of notes. The maintenance by the Bank of England during 
neaiiy two years of the present war of the same rate seemed 
to suggest a survival of the same simple faith. The recent 
resort, however, to a 6 per cent, rate is so far a revei'sion to 
normal methods, though it is probably due .simi)!}" to the 
desire to support our foreign credits. It can hardly be 
regarded as a recognition of any inflation of the British 
cuiTGucy — for the belief still prevails apparently that a 
general depreciation due to iiifiaition is not possible without 
specific depreciation, and that (by the simple quantity 
theory), in any general depreciation the amount of notes is 
negligible compared with The mass of cheques. 

The main contention of the present argument is tiuit the 
influence of note issues on prices is not to be measured by 
the proportion of the notes to the cheques, but by their 
function in supplying a necessary part of the currency for 
cash transactions, and, indirectly, a necessary hr.sis of 
credit. The validity of this argument under normal con- 
ditions^ has been admitted by all countries, as shown by 
their banking regulations. In all countries stringent limits 
are imposed on the issues of notes. German}^ in the thirds 
year of the warf in the midst of an effort to float the last 
great war loan, has made frantic efforts to make ilic gold 
in reserve bear the legal proportion to the notes in circula- 
tion. In this country we have preserved nominal^ the 
convertibility of the notes, but we have imposed restrictions 
on the actual process of conversion. As regards the 'Bank 
of England notes, we have kept rthe Act of 1844, but as 
regards the Treasury notes, every principle of that -Act has 
been disregarded. What other limitations have been 
adopted (bewond the original 20 per cent, of banking deposits) 
is not known. 

Conclusion . — The general conclusion of the foregoing 
argument is that the conditions affecting note issues and 
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bankers’ credits based on these notes during the war have 
rendered possible a general dei^reciatioii of the British 
currency in spite of the fact that there has been little or 
no specific depreciation. 

The extent of this general depreciation (or alteration fin 
the value of the whole currency, as the old writers called it) 
is roughly measured by the usual index numbers {Economist, 
Sauerbeck, etc.). How much (if any) of this depreciation 
(or alteration) is to be ascribed to the relaxation of the 
limit adions formerly imposed on the expansion of currency 
and credit can only be determined by careful statistical 
incjuiry. The index numbers are founded on the prices 
of particular representative commodities, and it is possible 
that in each particular case specia,! causes may be assigned 
(in the manner of Tooke) for the exceptional rise. The 
magnitude, however, and the apparent universality of the 
rise in the opinion of the writer seem to show that it is due 
to a considcra^ble extent to inflation of credit and currency. 

In support of this view, the first approximate results of a 
statistical verification may be indicated. There has been 
a general conformity between the increases of our note 
issues and the rise in prices in the United Kingdom. The 
increase in prices as shown by the index numbers has 
followed the increases of the notes. The issues of Treasury 
notes and certificates have exceeded the gold displaced from 
^ctuaT circulation. The notes of the Scottish banks (with 
Governmental paper reserve in place of gold) have largely 
increased. In spite of the ten shilling notes, more silver 
coins have gone into circulation. There Uias been a con- 
tinuous rise in v/ages (taking the family as the wage-earning 
unit) and in retail prices of all kinds. In general, the move- 
ment in prices is of the character associated with over-issues 
of inconvertible paper, such as has ta.ke.n place in the other 
belligerent countries. 

The rise in prices in the United States was for a time 
hardly appreciable, and is still veiy much less than in the 
United Kingdom. 

The bankers’ clearing returns also point to inflation. The 
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fall in the Town Clearing is accounted for by the fall in 
Stock Exchange and financial business in London. The 
Country Clearings from December, 1914, show a continued 
increase over the corresponding pre-war figures. The 
increase in the first six months of 1916 over 1915 is greater 
than that of 1915 over 1914. The increase in banking 
deposits in connection with bankers’ loans to Government 
points to an inflation of credit.^' The profitable nature of 
banking business (after allowance for depreciation of old 
investments) and incidental^, the great strength of bank 
shares, indicates credit expansion, f Having regard to war 
conditions, the rates of interest have suggestvcd inflation 
rather than stringency, though the high rates paid by the 
Government, apparently for political reasons, tend to 
obscure this part of the evidence. The continued export 
of securities to support the foreign exchanges (coupled with 
the recent rise in the bank rate to 6 per cent.) suggests the 
artificial prevention of .specific depreciation which nrigh.t 
otherwise have accompanied the general depreciation. The 
course of foreign trade (as already indicated) points to the 
artificial stimulation of imports. 

In the following chapter (V.) are given the results of 
the statistical verification here only broadly indicated. In 
attempting to determine how much of the rise in prices may 
be ascribed to inflation of the currency, it is important to 
trace the progress of this rise in prices in order of time-, 
which is much more difficult than to make a mere comparison 
of present (November, 1916) conditions Vvith pre-war (July,, 
1914) conditions. 

r 

* EcGiwmlsl, October 21, 1916. 

•f lUd., October 28, 1916. 



CHAPTER V 

STATISTICAL ASPECTS OF INFLATION 
PREFATORY Note 

[This paper was designed to give the statistical verification 
alluded to at the end of the previous paper on inflation. It 
was read before the Royal Statistical Society, on June 19, 
1917, and is published in the July number of the Society’s 
journal, with the discussion, wTach it was decided to adjourn 
to a second meeting owing to the interest in the subject. I 
think it was Addison who said that the c riiT's of a book 
always complain most of what is omitted. Certainly this 
happened with my paper. The truth is that the whole 
subject is far too large for one paper, and most of the points 
raised had been treated in other papers now^ published in this** 
book. Not much attention was directed in th€ discussion 
to the point em.phasised in the paper of the order in time of 
the inflation of the currency and the rise in prices. a 
paper just received (August, 1917) from Professor Irving 
Rsher on the '' Ratio ” Chart (reprinted frQin Quarterly 
Publicatians of the American Stcdistical Association, June, 
1917), in a figure giving “ratio” curves of Dun’s index 
numbers hnd the circulation of money in the United States 
it is observed that “ since the war there has beeir a close 
corresponcience, changes in the price level following clianges 
in money by two or three months.” Readers of Tooke Vvill 
remember that his main argument against the currency 
theory of high prices in the Napoleonic w^ar period was that 
the issues of notes followed the rise in prices. In the present 
war the increases of our currency notes have preceded the 
rise in prices.] 


W.F. 
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Guidance fro in Tookes TfeaUneni of Prices in the N apoleonic 
War Period 

"The subject of this inquiry m^ay be introduced by a refer- 
ence to the Napoleonic war period' In that period also there 
was a great rise in prices and a prolonged covii arose 

as to the causes. Tooke’s great work on the “ History of 
Prices originated in the attempt to test by the appeal to 
facts the validity and relative importance of tlic causes 
assigned. The same causes are broiigl't forward in our 
present war. We may begin by following Tooke’s metliods. 
j way of preliminary he gets rid of the popular notion tliaJ: 
of itself war causes high prices. “ On reference to former 
periods of our history/’ he writes, it will appear that there 
is no observable coincidence of a rise of prices during war 
and a fall during peace.” He gives a table of war periods 
and peace periods and compares the prices. He deals vrith 
the objection common in his day that the war was so vast 
tliat any comparison with former wars was misleading. 
"With regard to the currency and especially the notes of the 
RcstrictioiVperiod his first concern was to find out the facts — 
and in particular to find out the order of time in which they 
occurred. He showed that the volume of note issues v'as 
over-estimated and that the issues were not correlated to 
prices in order of time in the way supposed. His own ccpi- 
clusion was that the dominating influences v^ere^the course 
oh the seasons and the obstructions to supply caused by the 
state of war. He attributes little weight to the' currency. 
Tooke’.s- guidance is valuable by way of suggestions and 
cautions. But it is pvimd facie probable that the causes 
noticed by him have operated in the present war in different 
ways and proportions. 

It is never safe to apply the results of the historical 
method without special regard to changes of conditions. 
Tookc himself admitted that his own presentation of facts 
might lead others to different conclusions. The object of 
the present paper is to outline some of the statistical aspects 
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of inflation. It is not meant to illustrate or prove precon- 
ceived theories. 

In the previous chapter ^ I have examined the principal 
meanings of inflation, and especially the consequential dis- 
tinction between general and specific depreciation. For the 
present purpose we may take inflation to mean an abnormal 
increase of the currency. What then is the normal from 
which an inflated currency deviates ? 

The simplest and most natural answer is to take the aver- 
age increase of the currency or different forms of currency 
over preceding periods, and compare the increase in the 
period of the supposed inflation. 

From this point of view I have compared first of all the 
increases of the different forms of currency in the period of 
the war with such pre-war periods as may be supposed to 
give the normal increase. 

Postal Orders 

I begin with a form of legal tender which as such was 
unrepresented before the war, namely, postal orders. By- 
the Currency and Bank Notes Act, 1914, (4 & 5 G^eo. 5, c. 14), 
it was provided, s. 6, that for the purpose of meeting 
immediate exigencies all postal orders issued either before or 
after the passing of this Act (August 6, 1914) shall tenu- 
porarily be current and legal tender in the United Kingdom 
in* the same manner and to the same extent arid as fully as 
current coins, and shall be legal tender in the United Kin^g- 
dom for the payment of any amount."' It is to be noted 
that the postal orders were not limited as legal tender like 
the silver or bronze, but were like gold or Bank of England 
notes. This section of the Act was only revoked by pro- 
clamation dated February 3^ 1915. The extent "and nature 
of the issues of this new currency are given in the Mint Report 
for 1914 (published in 1916). During the fortnight ending 
August 20, postal orders over 13 millions in number of the- 
value of 4'6 million pounds were issued compared with 

'' Inflation of the Currency and the Rise in Prices/' Economic Journal 
December, 1916. * 



84 


WAR FINANCE * 


5 millions in number and 2 millions in value of the corre- 
sponding fortnight in 1913. 

Early in September, however, it is stated that the number 
of currency notes in circulation allowed of a reduction of the 
number of the postal orders in the hands of the public. 

So far then the postal orders inay be considered as the 
beginnings of Treasury notes or the germ of the inflation. 

By the end of October the value in the hands of the public 
did not exceed the normal amount, viz., £1,500,000, though 
the number was considerably larger owing to the prepon- 
derance of orders of the lower denominations. This situa- 
tion, it is explained, was due to the shortage of silver coin in 
some disiricts, particularly in Ireland and in military centres. 

The Silvee Coinage 

I take next the increase in the silver coinage. As the basis 
for comparison we must find the normal rate of increase 
before the war. A table is given in the Mint Report for 1914 
of the issues of silver and the withdrawals in the United 
^ Kingdom from 1872-1914 (c/. infra, p. 109) . A glance at the 
final column of net issues shows very striking variations 
from year to year. Omitting 1914, on four occasions the 
net issues were above one mill ion in value, but in no less than 
ter? separate years the withdrawals exceeded the new issues 
so that on balance there was a decrease. The average for tlie 
forty-two yerars (omitting 1914) was about £350,000. The 
year 1909 showed a net loss, but for 1910-13 thtTe was an 
average increase of nearly £875,000 per annum. 

The Deputy- Slaster of the cJint has kindly given me the 
figures Tor the period of the war in quarterly returns {cf. 
in-jra, p. 108). The net issues for the five months of 
war ill 1014 were £5,327,899. Jhis compares with £318,000 
of the firsl: seven months before the war, that is about 
seventeen times as great. The monthly increase for the 
months is about thirty-five times the normal monthly 
increase of the forty-two years, and fourteen times the 
montlily average of the four preceding years (1910-13) of 
very high issues. 
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The net inci'ease in silver in 1915 and in 1916 was in each 
year about eight times the annual average of the four 
pre-war years. 

Bronze ^ 

It might be supposed . that bronze being small change 
for silver, there would be a very close conformity between 
their net issues. On the contrary, there are some remarkable 
divergencies. 

From 1901-09, for example, thei'e was in bronze a net 
increase of over one million in value, whilst in silver there 
was a net decrease of about £300,000 for the nine years. In 
19,10-11 the issues of bronze were below the average of the 
period 1900-13, wliihst the issues of silver were more than 
double of the average. 

In bronze the annual average of issues 1900-13 (Jlint 
Report for 1914) was £173,947. Allowing for ColoiiioS; etc., 
and witlidra^.v'als the annual average may be put roughly 
as £150,000. The annual average for the two years before 
the war was more than double of the average for the period, 
and in this case coincided with a corresponding increase in'" 
silver. « 

The period of the war shows the same absence of precise 
conformity of bronze with silver. The issues of bfernze 
from August to December, 1914 (£132,000), did not exceed 
t^ie average of 1912-13. In silver, on the other hand, as 
already showm, tlicre was an enormous increase. 

The increase in bronze in 1915 was again below that. of 
1912-13, whilst the issues of silver were far-above. In 1916, 
however, bronze rapidly increased to £450,000, and for the 
period of the war to the end of March, 1917, the net increase 
was £951,689 {cf. infra, pp. no, in). 

^ Gold 

In the Report of the Committee of the British Association 
on Credit and Currency (1916) an estimate is given, founded"' 
on Mint Returns, of the pre-w^ar amount of gold * in the 

* Tlic Ivlint ReliiiTis refer to Imperial gold coin. The Bank of England 
especially held bullion and foreign coin. *■ 
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United Kingdom. The estimated amount June 30, 1914, 
was i6i-i million pounds, of which 82*8 million pounds were 
held by the banks and 78*3 million pounds by the public."^ 

rAccording to this estimate the gold coin in the United 
Kingdom increased from 100 million pounds in 1903 to 
1 13 million pounds in 1910, or less than 2 million pounds 
per annum. From December 31, 1910, to June 30, 1914, 
the estimated increase was 48-1 million pounds, or just under 
14 million pounds per annum. 

From figures given in the 3:Tint Report for 1914 (p. lo), 
it appears that for the year ending June 30, 1914, the net 
increase of gold coin for the United Kingdom, after allowing 
for withdrawals and export (but not for other sources of 
wastage), was 15*3 million pounds. It is noticeable that 
the returns of the gold f held by the United Kingdom banks 
on the same date were the largest on record, being 827 mil- 
lion pounds, i.e., 13 million pounds above 1913 and 37 million 
pounds above 1910." The issues by the mint during the six 
' years ending June 30, 1914, were 146*5 million pounds and 
The withdrawals in the United Kingdom 17*1 million pounds. 
The balance of exports for the same period was 76*2 million 
pounds. The net amount taken abroad by travellers or 
lost was not known. This gives a net increase in the six 
years of about 9 million pounds per annum. It will be seen 
that of the large increase from June 30, 1913, to June 30, 
1914, namely, 15*3 million pounds, 13*3 million pounds was 
taken by the banks, leaving only 2 million pounds for the 
general public. 

In the Circular da.ted December 31, 1914, of Alessrs. 
Mocatta and Goldsmid (klint Report, p. 89), it is stated 
that since the outbreak of war the Bank of England received 
th.e enormous addition of 64 million pounds in bai*s and 
coin, considcra,ble amounts being purchased and left in 
South Africa, Canada, and other parts of the Empire. The 
'withdrawals for the same period were only 2 million pounds 

7 Jevons’ “ Money,’' p. 165, gives the gold in circnlation in 1S73 as ;fioo 
niillion pounds, gold bullion in the Bank of England 15 million pounds, 
silver 15 million pounds and bronze ij- million pounds. 

f See note on p. 85. 



STATISTICAL ASPECTS "OF INFLATION 87 

in addition to 18^ million pounds set aside for the redemption 
of the Treasury notes. 

Treasury Nqtes 

n 

In spite of this strong gold position one of the chief con- 
cerns of the Government in the first five months of the M^ar 
was to issue currency notes for one pound and ten shillings 
ostensibly to take the place of the gold. The amounts of 
these issues are recorded week by week and the outstanding 
amounts give the quarterly increases. The gejieral resulLs 
are that at the end of December, 1914, the amount out- 
standing was 38-5 million pounds; in December, 1915, it 
was 103*1 million pounds ; in December, 1916, 150 million 
pounds. 

As in this case we start from a zero issue the five months' 
issues of 38-5 million pounds are net additions at the rate 
of 91 million pounds a year. The average for the j^cars 
1915-16 is 53 million pounds. 

Other features in the growth of the currency notes are 
exmsidered in later sections. Here, as we are dealing with 
increase of currency, we have to notice the e/fect of gold 
withdrawals. It is sometimes said that Treasury notes have 
simply displaced so much gold from circulation, and r^o far 
cannot liave caused any inflation of the currency. 

If the gold had been definitely withdrawn or called in 
this contention would be valid. But, in fact,*" the Treasury 
notes \vere issued before there was any limitation of the 
gold in circulation. The gold was onhv gradually displaced 
from circulation, and even as it was being displaced it still 
formed part of the monetary power of the countrj^ It was 
not (to any appreciable extent) either hoarded or made into 
ornaments. It is possible- that for a time lafger amounts 
tb.an usual were held by the banks, but with the very object 
of strengthening their monetary position. 

Except then as regards the gold held against the currency 
notes the new notes for internal purposes were, to begin 
witli, exactly the same as an addition of so much gold. 

Accordingly, in estimating the increase of different forms 
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of currency we oiiglit to compare the Treasury notes with 
the gold formerly issued. The net amount issued the year 
before the war was fifteen milhons, which was a good deal ^ 
above, the average. 

But in the first five months of the war to December, 1914, 
we have 38-5 million notes— less gold for redemption 
18-5 million pounds — i.c., anet addition of 20 rniliion pounds 
in five months. The additions to the outstanding amount 
by December, 1916, were iii*6 million pounds. The gold 
held against the notes was increased by 10 million pounds 
to 28-5 million pounds, but this gold (it is said) was not 
originally displaced from the currency but obtained from 
abroad. The rate of increase of the notes 55 million pounds 
per annum, 1915-16, as compai'ed with gold, is nearly six 
times the normal, 1908-14, and over 3I times the highest 
year (1913) before the war — 15*3 million pounds. If we 
deduct the additional 10 million pounds of gold the rate of 
increase is 50 million pounds per annum. 

The increases in the note issues of the banks of the United 
d\ingdom are for the present purpose of little importance, 
as after a point they are normally in effect a kind of deposit 
receipt against gold, the authorised fiduciary issue being 
fixed: The new Treasury notes are supposed to take the 
place of gold for this purpose. 

In July, 1915, {Bankers' Maga:i.ine, August, 1915), com- 
pared with July, 1914, there was an increase in bank-notes 
of The United Kingdom of 127 million pounds." Of this 
increase the Bairk of England held 4*8 million pounds 
against gold, and the Scotch and Irish banks 7*8 million 
pounds against gold and silver coin (the gold presumably 
being largely currency notes).* 

Cheques ^ 

In recent yeai's people have become accustomed to 
speaking of the cheque as the principal form of our currency. 

In 1913, the aggregate London Bankers’ Clearing House 

^ The later ngin-e5 have not been extracted for the reason given in the / :" 
preceding paragi-aph. ' V 
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Returns were 16400 million pounds. And these returns 
by no means include all the cheques in the kingdom. Still 
sixteen thousand millions of cheques is two hundred times 
the 78 million pounds which was supposed to be the amount 
of gold in the hands of thfi- public before the war. 

Passing over for the present the question whether in 
considering inflation cheques are properly described as 
currency, it is interesting to notice that taking the Clearing 
House totals from August, 1914, to December, 1914, there 
was a decrease of 33-8 per cent, as compared with the same 
period in 1913. The total for 1915 was 13407 million pounds 
as against 16,400 million pounds of 1913, a decrease of 
22 per cent. The total for 1916 still shows a decrease of 
over I, ICO million pounds compared with 1913. The first 
monthly increase is shown in November, 1916, and was 
followed by a decrease the next month. Even the first 
quarter in 1917 still shows a small decrease in the total 
clearings. 

From these figures alone it would seem that in what is 
now called the most important form of our currency, instead 
of an abnormal increase as in the other forms, we have a 
remarkable decrease. 

Even in normal times, however, as explained in the 
annual reports by lUr. R. Martin Holland, we must separate 
tl),e different clearings. The metropolitan, country and 
provincial cheque clearings give a much better indication 
of the volume of the trade^ of the country as distinct from 
the finance which can be obtained from the town clearing. ^ 
The various restrictions imposed on financial dealings in 
the war have intensified these differences. In tire Report 
of 1915 it is said that the fall in the total is altogetlier 
financial as distinct from . commercial, and is due to the 
absence o£ Stock Exchange settlements, foreign loans, etc., 
and the reduction in the daily turnover of short money. 

When we look to the country cleariifgs alone we find the 
increase in the war period begins almost at once. The total 
country clearings for 1915 were 1,567 million pounds com- 
pared with 1,389 million pounds for 1913, an increase of 



90 


Wi^R FINANCE ^ 


178 million pounds or 13 per cent. The year 1916 showed 
an increase of 483 million pounds over 1913, which was 
itself a record year. This is an increase of 35 per cent, as 
campared with 6 per c^nt., tire highest increase for any 
previous year. 

Here, then, we seem back again to the more common type 
of our war increases — the increase being more than five times 
the pre-war rate of increase. 

With the same level of prices the increase in the country 
clearings may be said to measure roughly the increase in 
the volume of trade. If we take account of the fact that 
the index number (Statist) for 1913 was only 85 and had 
risen in 1916 to 136, it follows that there must have, been 
some decrease in the volume of trade. A rise of prices of 
60 per cent., if the volume of trade '*' had remained the same, 
would so far have raised the country clearing returns in the 
same proportion. The figure for 1913, namely, 1,389 million 
pounds, would haver become 2,222 million, i)our:ds, but in 
fact it came only to 1,872 million pounds, an increase of 
.35 per cent. only. 

Deposits 

Cheques are drawn against bank credits, and it is tliei cfore 
mofe satisfactory in estimating any general inflation to go 
back to the funds on which the cheques are drawn. 

The growth of bank deposits is given in the EconoinfsL 
banking numbers. In 1913 the aggregate was i,ib4 niillion 
pounds, including 61 million pounds for the Bank of England. 
In 1914 the aggregate had increased to 1,290 ruiihon pounds 
(including the Bank of England), i.e., by 186 million pounds. 
Before the war the mcrea.se in deposits for the last ten years 
had been on the average 30 million pounds a year, so that 
in the first fire months of the war the rate of irtcrcase was 
about six times the annual normal. 

In 1915 the Bank of England showed an increase of only 
5 million pounds over 1914, and in 1916 the increase was 

Mr. Kitchin has made the followirig note : Volume of trade on Statisl 
figures cwitli 1913 = 100, for 1914 = 1915 r= S6^, 1916 = Si, 
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only 9 million pounds, but the other banks gave increase 
of 1 18 and 201 million pounds respectively. The increase 
in 1916 was like that of 1914 — at about six times the annual 
normal rate. In two and a-half years of war there was an 
absolute increase of about 50 per cent, on the pre-war total. 

General View of the Abnormal Increase of Currency 

Before proceeding to the abnormal rise in prices it will be 
convenient to summarise the results of the inquiry into the 
abnormal increase in currency. 

The method adopted has been to compare the pre-war 
rates of increase with the rates of increase in the period of 
the war of the various forms of currency. In the case of 
new forms, e.g., postal orders and currency notes, the com- 
parison has been made with the forms of currency which 
they were intended to supplement or displace. 

The increase in the rate of expansion has not been uniform. 
It might be supposed, d priori, that the different forms of 
currency being interdiangcable according to the convenience 
of people, there would be no serious alteration in the relative 
proportions, as there would be no important changes in the 
monetary habits of people. The shock to credit and the 
demand for the conversion of notes into gold only lasted 
a few daj's. People soon resumed their usual habits as 
regards the use, for example, of cheques, notes, and coin. 
The new^ Treasury notes gradually took the"^ place of gold 
without 2ii\Y disturbance. 

It is also often supposed that if for ar^y reason there is 
a general rise in prices there must be a corresponding and 
proportionate increase in the various forms of currency to 
do the money work at this higher level. At present we are 
not concerned with the causes of the change in the level or 
the naturae of the connection between the money and the 
work to be done by it ; we are only considering the fact of 
the increase in general prices and the effects on the par- 
ticular forms of currency. 

I remember when I was giving evidence before the Gold 
and Silver Commission of 1888, Lord Herscheil, the chairman, 
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expressed a doubt wlietlier a rise in prices of necessity 
involved the use of more token currency. With a highly 
developed cheque system the doubt may be carried on even 
to standard money and .the notes based on it. With a rise 
in prices cheques may be used lor transactions which at a 
lower range required coin or notes. In this way less money 
so far would be required with a rise in prices. In his Budget 
speech Mr. Bonar Law called attention to the greatly 
increased revenue from the penny stamp on cheques. Again, 
with a twofold rise in prices it does not follow that double 
the amount of small change is required. I will leave the 
niathenialica! reasoning to Professor .htlgm'/ci lh, but an 
example may serve for illustration. If a thing before the 
rise cost fifteen shillings, that could be paid for with half a 
sovereign and five shillings silver. After the rise to thirty 
shillings, three lialf-sovcreigns (or ten shilling notes) would 
suifice.* 

In the present war expansion of currency the increase 
has certainly not been uniform in every kind. For a con- 
siderable time the total amount of cheques actually decreased 
in aggregate value, and at the other end of the scale up to 
the end of 1915 the increase in bronze was below the increavSe 
in 1912-13, though it is true that by the end of 1916 bronze 
also'had caught on to the general expansion. 

Different forms of currency arc adapted to different uses, 
and the amounts used will vary with any great change in 
these uses. The fall in the aggregate total of ciieques is 
accounted for by the closure for a time of tlie Stock Exchange 
and the continued suppression of speculation in securities 
and in new companies. The ta.rdincss in the expansion of 

* I put the prpblem to Professor W^hittaker and he brought it before the 
Edinburgh Mathcnialical Society. A paper was read by Dr. Lester L. Ford 
on " Tlie Effect of a Rise in Prices upon the Amount of Small Money used/* 
published in the Proceedings, VoL XXXV. (Part 2), Session 1916-17. Two 
conclusions may be quoted : (i) “ When the transactions involving small 
sums are sufilcicntly predominating the amount of small money used 
varies with the prices/* (2) The chief effect of an increase in nrices on 
small money is the greater use of the larger j;.;' coins.’* 

These results seem to be confirmed by the great increase of token coins 
with the rise in prices in the war and by the relative increase of silver as ! 
compared with bronze. 
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bronze perhaps indicates that the very poorest, e.g., the 
old-age pensioners, were the last to feel the rise in money 
incomes. Possibly the great increase in minute currency 
in the otlier bellig-erents may be due to the poverty of the 
people in view of the greah rise in the cost of living. They 
need \'ery small change to get very small amounts of con- 
sumable things. 

With cautions in mind we may now attempt a 

general summary of the rates of increase. The rise in the 
rate of increase is greatest in silver. The issues have increased 
by more than 7 million pounds a year, which is about twenty 
times the average of the forty-two years 1872-1913, and 
about eight times the average of the four years preceding 
the war. As vid appear later on, this increase in silver is 
closely connected with, the increase in wages and earnings. 

The increase in checjiies of a commercial character as 
shown in the country clearings is about fivefold the pre-war 
rate of increase. 

In the bank deposits the increase has been about six times 
tlic normal rate. 

In bronze the increase was below the pre-war rate up to 
1916, but during that year rose to more than threefold the 
average. The aggregate clearings of cheques (for the 
reasons given above) only began to exceed the pre-war total 
at the end of 1916, so that in this case the normal rate of 
increase had not been kept up, but, in fact, ha.d been turned 
into a considerable decrease. 

The chief difficulty is as regards the Treasury notes, and 
-tlie extent to which they have been substituted for gold." 
To estimate properly their share in the general pA'ogress of 
the inflation we ought to put the vdthdrawals of gold from 
time to time against the increases in the outstanding amounts 
of the notes. The manner, extent, and times of the with- 
drawals of the gold and the monetary uses of the gold with- 
drawn are not known. It appears, however, that the notes 
were issued much faster than the gold was withdrawn. As 
these notes were ostensibly intended to take the place of 
gold the increase of issues should be properly compared 
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with the pre-war increases of gold. At the end of 1916 the 
gold in the Bank of England had increased by about 18 
million pounds, and there was also held 28J million pounds 
against the Treasury notes. If we deduct these amounts 
from the 82 1- million pounds held by the banks before the 
war and suppose that the remaining 36 million pounds, 
together witlx the -78 million pounds in the hands of the 
public, has been entirely displaced by the notes, the out- 
standing amount at the end of 1916, viz., 150 million pounds, 
is only 36 million pounds above the pre-war amount of 
gold coins. This increase would be only about the same as 
the rate of increase in gold from December, 1910, to June, 

From another point of view, however, if we look to the 
increase in bank deposits of about 50 per cent, on the 
pre-war aggregate and suppose (as above) that notes have 
been substituted for nearly half the amount of gold formerly 
held by the banks, and that the banks have the power of 
increasing this papci* reserve practically as much as they 
think fit, this aspect of inflation demands special con- 
sideration. 

Bank of England notes have increased in circulation by 
about 10 million pounds; and Scotch notes by 16 million 
pounds, but these and other note issues under our system 
must keep either gold or currency notes against the excess 

* How far tho currency notes have actually displaced gold either in 
active circulation or in the banks can only be conjectured. - The point 
I wish to emphasise is that llie displaced gold (except so far as hoarded by 
private people or melted or smuggied abroad) has siill been a part of the 
monetary power of the country. In other words, if the gold had not been 
displaced by the currency notes the inflation must have been contracted 
by the di'irin on the banks. Mr. Kitchin has furnished the folio wing- 
comment : According to a statement by Mr. McKenna the best estimate 
the Mint w^as able to make for gold in the hands of the public was 75 
million £ at June 30, 1915. Theflgure seems astonishing as gold had prac- 
tically disappeared from circulation in London though in the North, I 
believe, clung to. The amount has presumably largely falie^i since. As 
the estimate for 1914 was 78 million £ the figures for 1915 show that 
46,600,000/. of Currency notes had only displaced 3,000,000/. of gold. I dis- 
tj:ust the oflicial flgures (for gold) and” in any case the amount must have 
largely ceased to be circulating and have become hoarded.’' A good many 
contributions were made in ‘gold to the 1917 War Loan. Just before 
reading my paper I was told in an Edinburgh branch bank that /40 had 
been paid in that day by a commercial traveller. 
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over the authorised issues. Accordingly, we cannot properly 
add these notes to the currency notes. 

From the importance assigned to silver in the latter part 
of this paper it would be interesting to know the absolute 
amount before the war. Lknow of no official return. Vve 
know, however, that from 1872-1913 the total of new 
issues was 28*9 million pounds and of ^vitlidrawals of worn 
coin of 14*1 million pounds. If we suppose that the with- 
cl-Turriis had practically got rid of the old silver the pre-war 
amount would be about 29 million pounds. The increase 
of nearly 21 million pounds in the war would be about 
70 per cent. It is quite possible, however, that the pre-war 
amount of sih.'cr, owing to various wastages, was much less 
tluin 29 million pounds, and the amount of silver may well 
have been doubled in the war. 

The Abnormal Rise in Prices 

The index numbers of the Economist and Statist and the 
B-; iard of Trade are so well known that for the present purpose 
a brief sketch of the general trend of prices as thereby shown 
wall suffice. 

In the first six months of 1914 there had been a slight 
set-back to the rise in prices that was in progress more or 
less since 1896, tiiough there wms some recovery in July. 

^ After the outbreak of war to the end of September tliere 
wais a sharp rise of nearly ten in the Economist index number. 
In the last quarter, how- ever, of 1914 the index number was 
practically stationary. The rise in food'’ was more than 
counterbalanced by the fall in textiles and mincral-s. 

By the end of 1915 a considerable rise had been effected 
in all the groups on the pre-war figures, the figures being 
165*1 for December, 1915, compared with 127*3 for December, 
1914. The rise continued in 1916 in every group — ^the figure 
for December, 1916, being 222. The latest Economist index 
number available for April, 1917 gives 244*5, as compared 
with ii6*6 at the end of July, 1914. The Statist figures are 
Savj for July, 1914, mid 168*4 March, 1917. 
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The doubling of these index numbers in less than three 
years compared with previous records is altogether abnormal. 
The abnormality of the rise is perhaps best shown by the 
fact that the percentage rise in the war period has been 
more than twice as great as in the whole period 1896-1914. 
The Staiisl numbers, for example, are, for 1896, 1914, and 
March, 1917, 61, 85, 168. 

The advance in retail prices that enter into workmen's 
budgets are too well known to require any comment. 

The difficulty, indeed, is to find any exception of import- 
ance to the universality in the rise in prices of commodities. 
Even in luxuries, in which a fall might have beefl antici- 
pated, a rise has occurred — e.g., in the sales of pictures. It 
was stated in connection with the restrictions on racing 
that blood-stock horses have greatly fallen in price. It is 
probable also that some forms of house property have also 
fallen, though this is partly due to the rise in the rate of 
interest — and movements in interest-bearing securities of 
all kinds do not follow the same laws as prices of commodities. 

The Abnormal Rise in Money Wages 

The Labour Gazette records the changes in the rates of 
money wages (including war bonuses) in important indus- 
tries, and compared with pre-war periods there can be no 
doubt as to the abnormality of the rise. The net effect of 
all the changes in wages during the twenty-one ye^vs 
1896-1916 is an increase of £2,000,000 on the weekly rates. 
The greatest increases in any single year were £677,700 in 
1915, aaid £595,000 in 1916. Previous to the war the 
greatest increases were £208,588 in igoo and £200,912 in 
1907. The .total increase in the two years of war is nearly 
double the total increase for the nineteen years before the war. 

A complete account cannot be given- of all the changes in 
the rates of wages since the beginning of the war (as many 
of the unorganised emplojmients escape observation), '' but 
up to December, 1916, nearly 6 million vcorkpeople had 
received some advance. The amount varied, but tlie average 
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was about 65. per head per week, and in some of the war 
industx'ies los. to 12s/’ 

These calculations take no account of increased earnings 
of overtime. We kitow also that there has been a great 
shifting upward of labour ficzn stratum to stratum, and that 
many women and children have entered the ranks of the 
wage-earners, and older men have re-enlisted. It would 
appear, then, that the rise in family earnings has been 
greater than in rates of wages. Account must also be taken 
of allowances to war dependants, which on balance have 
probablv more than compensated the absence of the men. 
I will only add that taking the last figures available — April, 
1917 — the changes in the rates of wages affected over 
1,470,000 people, and gave a net increase of ;(300,ooo per 
week. This is the largest monthly increase ever recorded. 

How far this rise in money wages or in family earnings 
has been accompanied by a corresponding advance in real 
wages or earnings is, of course, quite* another question. 

The Abnormal Rise in Profits 

The abnormal rise in profits is made clear from the 
returns to the excess profits' tax and the income tax.f There 
are certain difficulties in the calculations of the rise in 
profits — there are no returns J of any Capital GazcUe-~^Vit 
there can be no doubt that the rise has been altogether 
ifbnormal. It has also been general — as shown by the 
profits of* the great distributing firms. 

It is clear that the abnormal rise in prices of commodities 
must be reflected in a rise in wages or profits, or both — the 
prices obtained from the products of labour and capital 
give their rewards. 

As already shown, in the present war botE have risen. 
It is generally found that in a period of rising prices the rise 

* Labour Gazette, p. 3, January, 1917. 

f In 1914 .income and property tax (with super-tax) yielded 47 
million pounds, and in 1917 205 million pounds. Excess profits* duty, 
nil in 1914, in 1917 yielded 140 million pounds. 

I The Economist publishes figures for the profits of trading companies, 
but points out that they are imperfectly repreisented, e.g.., as regards 
shipping. ^ 
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in wa.gcs lags behind the rise in profits. The recurring labour 
unrest is largely due to the belief of lribc"iir that such has 
been the case in the present rise of prices. The extension of 
Governmental control also points to the same result. The 
control is largely a remedy for the‘ high profits. 

CONNFXTION OF THE ABNORMAL INCREASE OF CURRENCY 
WITH THE Abnormal Rise in Prices 

At first sight we are tempted to look simply to the final 
results, and to apply the quantity theory in the simplost 
form, and to say that obviously the increase in currency is 
llie cause of the increase in prices. 

The quantity theory, however, cannot be accepted in 
this simple form, even after allowing for rapidity of circu- 
lation. An alternative explanation of the relation between 
the two increases is that the rise in prices is due in the first 
place to obstruction of supply and intensification of demand, 
and that with riMng prices more currency has been called for 
to do the monetary work. This order of events v\as illus- 
trated by Tookc in important test cases, and admits of an 
iideqnate theoretical explanation. Prices may rise, first of 
all, through speculation, and it is only when the inflated 
prices, have to be translated into money wages and other 
incomes that the real demand for more currency arises. If 
the country concerned has an effective metaJlic standard 
eventually the demand for gold checks the speculation.-^ 
If, however, the effective reserve is paper, which can be 
increased indefinitely, the rise in prices so far may continue 
indefinitely. In tnis case, however, we may still say that 
th,e causa- causans is the speculation. 

There are, however, cases in which it is clear that the 
rise in prices,: is to be ascribed to the increase in currency 
and not the converse. Take, for example, the increase in 
silver in the sixteenth century and of gold in the nineteenth. 
Again, there are the great historical examples of the issues 
of inconvertible notes, as in John Law’s Bank and the 
assignats of the French Revolution. 

In this connection it may well be argued that in the 
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course of time our currency notes have become de facto 
incon'v'eriible for internal purposes. Accordingly, we should 
expect on this analogy that so far the prices would rise in 
response to the issues, and not the converse. 

It often happens that\he rise of prices begins with a rise 
in demand for important commodities, the rise being 
accelerated by speculation. Such a rise, however, cannot 
be maintained or advanced beyond certain limits unless 
there is an increase in the currency required for cash pay- 
ments."' In this sense, then, the continued rise in prices may 
be attributed to the inflation of the currency, although the 
excess of issues may follow the original rise in prices. 

In the present case there was no doubt a sudden war 
demand for certain things. During the first five months, 
however, general prices did not rise much. There is no 
doubt also that in spite of the efforts of Government at 
control, as soon as prices began to move speculation was 
stimulated. Through the excessive provision of emergency 
currency, followed by continued increases, no effective 
monetary restraints were imposed on the rise in prices.^ 

It is also possible that a rise in prices may begin with 
an increase of currency, e.g., inconvertible notes, and then 
at a later stage the rise in prices, aided by speculation, may 
call for more currency. 

The limits of this paper do not admit of any discussion 
*of these theories, which go back to the Napoleonic period. 
It is interesting to recall the fact that the late Sir Rpbert 
Giffen ^discussed the alternative connections of currencj« 
and prices in the old bimetallic controvers3.^ in a paper in' 
the Nineteenth Century for November, 1889, in an article to 
which I made a reply in the next number.* 

The proper test to apply in any peirticulal* case in con- 
sidering the relations between the two increases is the order 
in time. This was the test applied by Tooke with such 
effect in the old controversy arising out of the Napoleonic 
bank restriction. 

* My paper is reprinted in my “ Money and Monetary Problems '' 
p. 381. 
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What we ought to do is to trace the growth month by 
month, or quarter by quarter, of the two phenomena, and 
not merely to look at the final results, as in comparing June, 
1917, witlx July, 1914. 

Unfortunately figures are not available for the quarterly 
increases of bank deposits. It is to be hoped they will be 
forthcoming after the war. 

In the meantime, however, as explained in connection 
witii cheques, it is sufficient to notice that the bank deposits 
are left in the air unless connected with cash in the form 
of coin or notes. 

We may then apply the order in time test in the case of 
the Treasury notes and of silver — as gold is no longer an 
effecti\"e part of the circulation. 

Treasury Notes and Prices 

Seeing that the Treasury notes have taken the place of 
gold internally, they may be said to form the most important 
part of the legal tender currency. Fortunately also con- 
tiiTuoiis records are given of the Treasury notes iruls'cnd.ing. 
and comparisons may be made with the monthly index 
numbers. By way of preliminary I took quarterly periods 
and coiiipared the two sets of increases. 

The object m view was simply to discover the general 
bearing of the connection, and not in any way to establish 
any proportion, even if such a problem were soluble. 

The general result of the first rough comparisoif is indi- 
'^ated in the tables of difference of index numbers and 
outstanding notes (see p. 107). 

If wc compare the sajfie periods quarter by quarter, tliere 
does not seem to be any connection. In the last quarter of 
1914 the notes increased by over 10 millions (or 35 per cent, 
on the amount outstanding at the end of September), but 
tlie index number remained practically stationary. In the 
first quarter of 1915 the Treasury notes only increa.sed by 
little over one million or less than 3 per cent., but the 
Economist index number rose 22*9. Again, in tlie quarter 
ending "September, 1915, whilst the Treasury notes were 
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increased by over 25 millions — a percentage rise in the 
quarter of over 50 per cent. — the Econo^nisI index number 
rose less than 4 per cent. The general result is that there 
seems to be no connection discoverable between the notes 
and prices, taking the Same quarters. 

If, however, the comparison is made of the note increases in 
one quarter with the index number increases in the follow- 
ing quarter, then there is a reniarka.ble correspondence.'^ 
For example, the large note increase in the December 
quarter, 1914, is followed by the large index number increase 
in tlac next quarter — Ouarch, 1915. The slight increases of 
notes in the next two quarters are followed by slighd increases 
only in index numbers. The very large increase in notes in 
the September and December quarters of 1915 are followed 
by large increase in the next two quarters in index numbers. 

For the remainder of the war period up to the present 
time the correspondence in quarters is not so striking, but the 
general trends of expansion are the §ame (see pp. II2-II4). 

It must a]w’'ays be remembered that tl;cro are other 
currency influences that have to be taken account of, espe- 
cially silver and bank deposits. Tliere are also all the 
causes affecting commodities, j* 

With regard to bank deposits, I regret that I have not 
been able to get quarterly periods. The comparison with 
tlic note issues and with prices would be of great interest. 

» Silver and Prices 

We^ are apt to be so overwhelmed with the mag’i'iitude 
of our cheque system and our gold r&ources that we are 
inclined to pay no attention whatever to the stiver part of 
our currency. A, little reflection, however, shows that when 
we follow out any market demand into its elements we arc 

* In paper entitled the Ratio Chart in the publications of the 
Ameiican Statistical Association for June, 1917, Professor Irvdng Fisher 
draws attention to a similar sequence in the United States. 

t In the general quantity theory the volume of trade and transacJtions 
must always be taken account of. Disturbances in relative prices, owing 
U.) changes in demand and supply, indirectly affect general prices (as in 
mdex numbers). Cf. my “Money and Monetary Problems” — 'Essay on 
“ Causes 01 Movements in Genera,! Prices.” 
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alwa^vs brought back to the wants and the means of the 
individual consumers. But the great mass of the consumers 
of the great staples are the wage-earners, and a great part 
of their purchases are made with silver. 

Although in dealing with silver and prices, as in the case 
of the other forms of currency, reference is made only to 
the quantity, it may be noted that especially under modern 
conditions silver has great rapidity of circulation. ^ The 
nimble sixpence is more nimble than ever. A cheque is 
exlingnislied after one transaction, but in the course of a 
year silver might very well change hands fifty times, and 
in that w'ay an addition of twenty millions would be equal 
to a thousand millions used once. 

For the period of the war Quartciij^ Mint Returns are 
fortunately available (s-ee p, io8). But before coming 
to the period of the war attention must be directed to 
the connection between silver and prices in the pre-war 
period. 

The records of the net issues of silver from 1872-1914, 
an4 the ^"ery striking variations in the annual amounts, 
have been referred to in a former section (p. 84, and 
for table of silver issues, see p. 109). I tried to find 
some correlation betwccri the general movements of prices 
as indicated by the index numbers and the increases and 
decreases in silver.* From 1872—1896, there was a great 
and continuous ^fall in prices, and tUereafter a great and 
continuous rise. In a veiy general way, if we lookAo the 
beginning and the end of the period, we find a conformity. 
In 1872 silver issues were over a million pounds (being more 
than three ''times the average of the forty- two years), and 
again from 1910-13 the issues of silver were double the 
annual average. Between these two extremes the issues of 
silver on ten occasions showed a net decrease. Buhl could 

Kitchin notes : “ Net silver issues showed maxima and minima 
with prices, trade and other factors. Compare maxima (trade factors in 
brackets) : — 1872 (1873), 1883 (1S81-83), jSSg (18S9-90), 1896 (no 
correspondence), 1900 (1900), igoCj (1906-07), 1912 (10:2-13). But the 
curves nevertheless, as you say, compare badly. They a.ro better in trade 
than in prf cos/' 
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find no discoverable connection between the fluctuations 
from year to year, or even in short periods of several years. 
Two examples may be given. The years 1874-75 were years 
of rapidly falling prices, but the net issues of silver were 
a good deal above the normal. Again, from 1889-96 the 
fall in prices was most marked, and, indeed, 1896 is the 
minimum of the long depression from 1873. But the net 
issues of silver were very greatly above the normal. In 
fact, 18S9 is the year of the maximum net issue of silver 
over the whole period of forty-two years, and the average 
of the short period 1S89-96 was more than double of the 
nonnal. Again, though from 1897—1900 prices were rising 
and the silver net issues were a little above the normal, 
there followed a period of nine years (1901-09) in which 
prices were rising, and yet on balance the withdrawals of 
silver exceeded the new issues. From 1910-13 silver net 
issues were more than double the normal, and prices rose. 
Over the whole period, however, the want of conformity 
is much moi-e striking than the converse. From 1873-1910 
the net issues of silver were much larger during the period 
of falling prices to 1896 than during the period of rising 
prices 1896-1910. 

But when I made the comparison of the silver issues with 
the movements in money wages, the result was surpilsing. 

' Silver and Wages » 

The anuparison of the net issues of silver 1872-1913 with 
money ^wages, unlike the comparison with prices, shows a 
close conformity. With 1900 as the basis of 100, wages 
rose 1S71-75 from 77 to 86. The net issue of silver for 1872 
was over one million pounds, and for the four years 1872-73 
the average was /6oo,ooo, as compared with the yearly 
average for the wdiole period of forty-two years of £350,000. 
From 1876-1880 wages fell from 86 to 82, and the with- 
drawals of silver exceeded the issues by £50,000 per anniyn. 
From 1881-84 the net issues of silver were about the avei'age, 
and wages rose slightly. In the next two years, 1885-86, 
the issues of silver fell below the average with a slight fall 
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in wages. In 1887--91 there was a great increase in the 
issues of silver, being for the five years more than double 
of the average, 1889 being the maximum of the whole 
period. Wages (1887-91) rose from 83-1 to 91*6. From 
1892-95 the net issues of silver fell as compared with the 
high level of the previous five years, but were still above 
the average. Wages fell slightly from 90*2 to 89*3. From 
1896-1900 wages rose very much — from 90-2 to 100. The 
issues of silver were about the same as in the previous four 
years, i.e., 24 per cent, above the average. There was, 
however, a great rise in wages — from 90*2 to 100. In this 
case the rise in silver was not so marked as in the other 
periods — probably owing to the exceptionally large issues 

of the nine years preceding. For the whole period 1887 1900 

the net issues per annum of silver were £200,000 above the • 
average, or about 57 per cent., and wages rose from 83*1 
to 100. 

From 1901-05 the issues of silver were a good deal below 
the withdrawals, and wages fell from 99 to 97*3. With 
increasing silver, 1906-08, wages again rose, but fell again 
in 1909 with a fall of silver to a net loss. From 1910-14 
wages rose from 100*7 to 106*5, with very lai'ge issues of 
silver-T-more than double the average. 

The comparison is made closer if the employment curve 
is combined with the money wages curve.*^ 

The closeness of the conformity of increases in the net" 
issues of silver with rises in monej^ wages and ^earnings 
suggests a causal relation, which is found in the fact that 
wages are largely ^paid or expended in silver. Conversely, 
if we find' large increases in silver we may expect to find 
rising wages or increased earnings. Of course, silver is 
used by other people as well as by the wage-earning classes, 
and wages are paid partly in gold (or under present war 
conditions in currency notes), 

Aoming now to the war period, in the first five months of 

* In iria.id.ng these and other comparisons . I have been much indebted 
to the excciicju- set of curves by Mr. Joseph Kitchin, who has also kindly 
looked oyer the proofs and given the notes indicated, 
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the war, as already shown, there was an increase in the net 
issues of silver of over £5,200,000. There were besides over 
two million pounds of postal orders (above the normal) 
used as legal tender. There were also the 38-^ million pounds 
of Treasury notes which hi that period had certainly not 
displaced gold. There was, in fact, a very large increase 
in the currency to provide for an emergency which had 
rapidly passed away. 

In these first five months, however, there was no corre- 
sponding increase either in prices or in v/ages. Wages were 
on the whole practically stationary, and yet in the first 
quarter of 1915 a net issue of silver was again made of nearly 
i| million pounds — i.e., more than the maximum of any 
single year in pre-war times. 

The rise in wages began in Februar33 and there was far 
more than enough of currenc}^ to support it. A fall took 
place in the net issues of silver in the next quarter ending 
June, but the million was again passed in the September 
quarter, and in the December quarter there was the enor- 
mous increase of over £4,000,000. This unp)recedcnted , 
increase in silw^r was accompanied by an uni^recedented 
increase in the rate of wages. The increase in family earnings 
must have been much greater. Over seven millions of -new 
silver were issued in 1916, and the rise in earnings continued. 

Of course, I do not mean that the increase in silver of 
iti^elf raised wages. The increase in silver was? part of the 
general inflation which rendered possible the continued rise 
of wages. ^ Notes are also used in the paj^ment of wagds, 
and some kinds of wages follow' prices. 

The connection of W'ages and prices in order of tim^ varies 
in different cases. At the beginning of the w^ar the special 
war demand, backed by Governmental funds, r-aised some 
kinds of w^ages. Substitution and sympath}^ raised otliers. 
With the expenditure of the new earnings prices rose in 
response to the fresh demands. Then came the demand for ^ 
war bonuses to meet the increased cost of living. The 
special war bonus w^as followed by the general sympathetic 
war bonus. 


io6 


WAR FINANCE' 


Such a rise in wages and in earnings was only possible 
with an increase of currency— silver and notes. If the 
restraints of peace time on the issues of currency had been 
in force a monetary crisis must have put an end to the rise. 

Other evidence, e,g., the relative stability of prices in the 
United States of America, which can here be only alluded 
to, confirms the conclusion that the rise of prices in the 
United Kingdom is greatly due to the relaxation of the 
normal restraints on the issues of ciuTency. 

Whether this inflation was necessary or desirable, either 
politically or economically, involves another series of ques- 
tions too large for this paper. There is, for example, the 
question of loans and taxes. As arising out of the present 
argument, it is clear that loans, which are based on credit, 
before they can be effectively used or expended internally 
they must be puhxnised into common currency. We were 
often told before the war that 90 per cent, of the value of 
coal was wages. The Census of Production has given us 
full evidence of the universal importance of the wages bill. 
The Government may pay its contractors by cheque, they 
again may pay their sub-contractors and all the business 
people they employ also by cheque, but in the last resort 
somebody has to pay all the wages bills in cash. 

■r 

Conclusion 

In conclusion, the broad results may be stated in Ihe 
simplest form. There has been an abnormal growth in the 
various kinds ,of currency as compared with the pre-v/ar 
rates of increase. 

There has been also an abnormal rise in the prices of all 
the groups of commodities used for index numbers. The 
aggregate' index numbers have doubled. There has been 
a similar abnormal rise in money wages. 

In order of time the abnormal increase of currency pre- 
ceded the abnormal rise in prices and in wages. The period 
of incubation lasted about five months, and, at any rate, 
for the first two years of the war, the rise in prices lagged 
behind the increase of currency. 
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The root cause of the inflation of the currency has no 
doubt been the great expansion of Governmental credit, 
which has only been made effective by being pulverised 
into the varied forms of currency required for different 
purposes. The growth of bank deposits does not mean 
increased savings but increased credit advances. The necesr 
sary proportion of cash for w^ages and retail trade, etc., is 
provided by notes and silver. 

It is not convenient in a statistical paper to point the 
moral as if it were a sermon. Perhaps, hc)\v e^'cr, it may be 
said Avithout prejudice or offence that even in war time trie 
same causes are likely to produce the -c'lm.e effects. If the 
inflation of the currency continues, the rise of prices will 
also continue. 


Appendix. 

TaUe showing in quavfeys of years 1914-17 : I. Currency notes outsianding ; 
II. ‘'Economist** index numbers; III. “Statist** index numbers; 
IV. Differences in “ Economist ** numbers ; V. Differences in citrrency 
ouisianding ; VI. Differences in “Statist** ■Jinmu'rrs ; VII. Alean of 
i n (lex numbers differ en ces. 


! 

i 

Quarters of Year. ! 

* 

9 

I. 

Currency 

Notes 

Oti*- 

■ ! 

11. 

Econo- 

mic 

N;;:!.::.:-.. 

! 

III. 

Statist 
' InrVx 

Differences. 

IV. 

' Econo- 
mist. 

V. 

Cur- 

rency. 

9 

VI. j 

Statist. 

YU, 
Mean of 
Sltiic aD 4 
Economisi. 

.. ..I 


ii8-o 

83-4 



\ 

■9 

II 


113*9 

82*0 

— 2-1 


— 1*4 

1-8 

iiionilis | iii 

28*4 

120-4 

88-1 

10*5 1 

28-4 j 

+ 6 I 1 

8-3 

of war ] jV 

38*5 

127-3 

90*1 

0*9 i 

lO-I 

a- 1 

1-5 

1915 .. ..I 

39'8 

150-2 

100-3 

22*9 1 

1*3 

10-2 

i6-6 

U 

46'6 

147-7 

106-5 

—2-5 i 

6-8 

6-2 

1-9 

III 

72-0 

151-6 

107-1 

3-9 

25-4 

0-6 

2-3 

I¥ 

103-1 

165-1 

II 3 -S 

13-5 

31*1 

6-7 

lo-l 

iyi6 .. ..I 

io 6*7 

182-4 

127-0 

17*3 

3-6 

13-2 

15-3 

II 

122*0 

191-5 

133*3 

9-1 

16-7 

6.3 

7*7 

HI 

131-5 

201-0 

133-1 

9-5 

9-5 

— 0-2 

4-7 

IV 

150*1 

222-0 

148*8 

21*0 

iS-6 

15-7 

18-4 

1917 .. ..I 

144-6 

240-9 

168*4 

18-9 

— 5-5 

19*6 

W9-3 



,io8 


WAR financp: 


Net Issues of Imperial Silver Coin in the United Kingdom during the 

War. 


Period. 

Now Silver 
Issued. 

Worn Sijvor 
Withdr:i\vji. 

Net I soles. 



£ 

£ 

/ 

August and September, lui-j . . 

2,395,074 

39,800 


December quarter, 1914 

2,999,950 

27.325 

•■^.069, 6 j 5 - 

March 

„ 1915 

1,539,913 

40,*.x)<.) 

■ 3 

June 

99 99 ■ * 

312, Q 75 

27.:)32 

284.743 

Se]ytember 

99 99 • • 

1,125,200 

37,000 

1,088, 2! )■;) 

December 

jj »> 

.1,240,910 

14.^45 

4.226,765 

March 


2 , 394 >Si^ 

13,000 

2,381.841 

June 


2,190,050 

30,000 

2.160,050 * 

September 

>1 99 • " 

1,530,800 

3 -b |00 

1,507.400 

December 

99 99 * * • • 

1,302,600 

39,795 

1,262,805 

March 

• „ 19:7.. .. 

7,199,407 

29,900 

I,. 1-69,50 7 


Total 

21,232,820 

326,697 

20,906,123 


Net Issues of Imperial Bronze Coin in the United Kingdom during 
the War, 




Period . 

New Coin 
Lssued. 

Worn Coin 

Wiihvlra’Aii. 

Net Is:-u-..s. 


£ 

£ - 

£ 

August and September, 1914 . . 

42,510 

1,073 

41.437 

December quarter, 1914 . . 

91,875 

1,440 

90,455 

March „ ' 1915.. 

53,955 

1,400 

52,555 

June ,, „ 

35.S55 

1,452 

34,403 

vSepterjber „ . 

93.di5 

I,2()0 

92.35s 

December „ „ 

57,175 

S45 

56,330 

iMarch „ 1916.. 

117,880 

858 

117,022 

.Jane , „ „ .. 

45,110 

818 

44,292 

Sopieri-ibci ,, • 

i 17,975 

605 

117,370 

December „ . 

161,330 

6ia 

160,720 

March ,, 1917.. 

145,240 

551 

I44,(.)S9 

Total 

962,520 

10,9x2 

951,608 


4 ' 
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New Silver O , Issued and V/orn Silver Coin "Withdrawn from Circulation in 
the United Kingdom from and Index Numbers of Money 

Wages. 



New Coin 
Issued.* 

-r 

Worn Coin 
Wiiii.Irav.il. 


Index Numbers of 
Money Wagi.s. 

Vcar. 

Net Issue. 

Board of 
Trade. 

Mr. G. H. 
Wond-s 
Figures. 

1871.. 

£ 

£ 

£ 


77 

1872.. 

1,152,000 

106,510 

1,045,490 

. . 

82 

1873.. .. 

73{>500 

168,263 

5 '' 6,'^37 


87 

1S74.. .. 

505,000 

151,300 

353,700 

. . 

87 

8 / 3 • • 

59«.550 

154,000 

444 > 55 o 


86 

; 87 (,.. .. 

107,300 

275,000 

— 167,700 

. . 

84 

1877.. .. 

290,300 

207,280 

83,(,2o 

. . 

84 

1S7S.. .. 

.■{12,700 

398,135 

i 4 ,Sfi 5 

. . 

83 

Uiyv).. .. 

.iS 3 ,.; 3 .‘. 

456,200 

172,770 

, , 

82 

rSSo.. 

3 s;;, 20 * 

399,390 

13,190 

83-1 

82 

1881.. 

570,000 

340,286 

229,714 

84*6 

82 

I' 882.. 

157,900 

44,750 

113,150 

85-8 

82 

1883.. .. 

969,100 

348,770 

620,330 

857 

83 

1884.. 

506,900 

183,000 

323,900 

85-0 

84 

38S5.. .. 

342, 100 

249,998 

92,102 

837 

83 

lS8(>.. 

294,000 

151,000 

143,000 

83-0 

83 

1887.. 

656,040 

330,670 

325,370 , 

83-1 

83 

•1.888,. 

490,425 

226,000 

264,425 

84.0 

84 

1S89.. 

1,791,000 

213,000 

1,578,000 

S7-7 

87 

1890.. 

1,330,000 

269,700 

1,060,300 

90*5 

91 

1891 . . 

749,000 

195,400 

553,600 

! 91*6 

91 

1892., 

737.750 

217,525 

520,225 

90*2 

91 

1893., •• 

777,100 

276,000 

501,100 

1 90-3 

91 ~ 

1894.. .. 

707,400 

374,^45 

333,255 

89-6 

91 

1S95.. 

819,600 

432,940 

386,660 

89-3 

91 

1890*. .. 

868,000 

209,903 

658,097 

9032 

91 

1S97.. 

^ 721,700 

338,200 

283,500 

9I-I 

93 

1898.. .. i 

716,700 

346,097 

3r>',6(;3 

93-4 

94 

1S99.. .. 

755,500 

386,499 

369,301 

95-6 

96 

1900 . , , . 

® 91 8, (,,00 

325,700 

592,900 

X 100*0 

100 

1901.. 

331,750 

220,590 

111,160 

99-0 

98 

1902 . . 

248,115 

390,195 

— 142,080 

97*8 

• « 

1903.. .. 

127,000 

260,000 

— 133,000 

97-3 


1904.. .. 

193,300 I 

630,388 

— 437,oSS 

96*8 


1905 . . . . 

223,000 

436,000 

— 213,000 

97-3, 


190G.. 

805,200 

623,cfi6 

182,084 

987 


1907 . , . . 

,888,323 

709,700 

178,625 

102- 1 


1908 , . 

422,880 

261,613 

126,267 

101*5 


1909 . . . . 

655,099 

717,590 

— 62,491 

100*3 


1910.. 

1,119,951 

529,839 

5^9,752 

100*7 


1911.. 

1,219,766 

547.675 

672,091 

100*9 


1912 . . 

1,750,828 

496,890 

1,253,93s 

103*4 



* Exclusive of Maundy money. 

f 
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New Sihcy Coin Issued and Worn Silver Coin Withdrawn — Contd. 



New Coin 

J Signed. 

« 

Coin 


Index Numbers of 
iVIoney Wages. 

Yuar, 

Net Issue. 

Bo.ird of 
Ti-ade. 

Mr. G. H. 
Wood’s 
Figures. 

1913** •• i 

1914.. .. 

1915.. .. 

1916.. ,, 

£ 

L 523>979 

6,092,569 

541.695 

452,125 

982,28. i 
5 , 64 '-'. 4 -ti 

106 • 5 1 


Total .. 

a-t.OSO.ooy 

i 4 » 59 '- 2/’77 

20,357,420 

1 




Exclusive of Maundy money. 


•[1915- 

Net issue of silver 

, . 

.. 7,096,621 

1916. 

M >> 


.. 7,312,096 

I 9 q. 

Wages 


.. ■ 107 1 

I 9 L 5 - 


. . 

ii 7 |- 

1916. 

it • • • • 


137J 


Mr. Kitchin writes : I estimate the Board of Trade Course of W^iges 
(if still pul jlished) would show 106*5, ic)7» ii7» 126 for 1913, 1914, 
1915, and Uj-zOd* 


EeTURNS RELATING TO THE IMPERIAL BrOXZK CURRENCY, 


TABLE A. — Issues of Bronze Coin to December 31, 1914. 



Bi'iiiue 

Coin 

Broii/.o Coin Isui-d fo.-in December i7riSr.()j 
!X e«-T!ii.rr 39 1914. 

to 


Issued i-u 
20 ^ 4 - 

18G0 

Di>.sigii. 

1B95 

Design. 

1903 

Design. 

19 1 1 
Design. 

Trdul. 

Pence 

JTaifpoiico 

Farthings 

£ 

-212,759 

42,265 

6,110 

i 

£ 

L 493,490 

626,270 

127,953 

£ 

C 0 : 3-5 2 

ri.iSio 

£ 

1,021,013 

222,790 

45,429 

^ 53 , 1 
149,109 

23,743 

£ 

3 . 97 -',<) 7 S 

1.136,856 

230.935 

Total . . 

261,134 

2,247,713 

777,809 

1,289,232 

1,026,015 

5.340.769 
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Table B. — Ij-nlirvial Bronze Coin Issued Annually from 1900- 1914 
1)1 till site. 


Year. 

Bronze Coin Issued. 

Distribution of Bronze Coin 
Issued. 

Pence. 

Half- 

jvnr.;-. 

Far- 

thing'. 

Total. 

London. 

Kesl of the 
United 
Kingdom. 

£oloni..-s. 

Ciii.’sts, etc. 


£ „ 

£ 

£ 

£ 

£ 

4 

£ 

I goo . . 

133.3S5 


5,980 

168,295 

37.350 

118,740 

12,205 

1901 , . 

89, 100 

23 . 7«5 

7.395 

120,280 

26,405 

79,090 

14,785 

1902 . . 


27,767 

6,315 

1 48. 390 

28,784 

108,675 

10, 9.-10 * 

1903 .. 

Sj.-iSo 

24.155 

4,260 

113.895 

14.365 

83.175 

-6,355 

1904 . . 

a'>i 495 

16,465 

4.935 

77,895 

12,875 

57.935 

7.'>85 

1905 .. 

76,920 

^■9.285 

4,120 

100,325 

15.450 

79,360 

5.515 

1906 . . 

154.365 

25.330 

4.825 

1,84,520 

43,110 

127,340 

14,070 

1907 '* 

188,885 

34,070 

4.505 

227,550 

55,185 

145,050 

27.315 

1 90S . . 

126,440 

24,260 

.|.,88o 

155,580 

46,055 

9 2.0 .Si;; 

17.415 

1909 . . 

88,567 

25,964 

7,280 

' i2r,Sr: 

30,869 

. 71^532 

19,410 

1910 . . 

121,970 

24,530 

4.952 

' 151.452 

38,025 

85.032 

28,305 

1911 . . 

107,750 

26,755 

5,800 

140,305 

28,680 

106,710 

4.915 

1912 . . 

27:,.:S() 

■ li . 125 

7.330 

323.235 

1 84,810 

224,105 

14,320 

1913 •« 

272,925 

3 ' >.630 

4.970 

314.525 

92,475 

213.875' 

8.175^’ 

1914 •• 

212,759 

42,265 

6,110 

261,134 

68,314 

I8^S,920 

3 . 9 '>o 

Total . 

2,100,838 

424,616 

83,747 

2,609.201: 

622,752 

1,781,619 

204,830 

Annual ) 
average/ 

140,056 

28,308 

5.583 

173,947 

41.517 

118,775 

13,655 


* Exclusive of ;^ioo in one-third farthings issued to 


Table C. — Inipcnal Worn Bronze Coin Withdrawn from Clrculcitlon . 


... . _ — 

Year. 

United Kingdom. 

Colonies. 

Total. 

Pence, t 

, Half- 
pence. 

Total, 

Pence. 

Half- 

pence. 

Total. 

Penile. 

tialf- 

pence. 

■i> 

Total. 


£ 

£ ' 

£ 

£ 

£ 

£ 

£ 

£ 

£ 

1908 

4 . 47 ^ 

789 

5,260 

160 

40 

200 

4,631 

, S29 

5,460 

ii'OOg 

17,483 

2,792 

20,275 

505 

95 

600 

17,988 

2.887 ; 

20,875 

1910 

18,697 1 

2.477 

21,174 

883 

37 <^ 

1,259 

19,580 

2,853 ' 

22,433 

1911 

17,151 j 

» 2.534 

19,685 j 

408 

392 

800 

17.559 

2,926 j 

I 20,485 

1912 

13,096 

2,IlS 

15.214 

398 

94 

492 

i’ 3.494 

2,212 

15,706 

1913 

11,877 

i,Si6 

13.693 ‘ 

77 

13 

90 

1.954 

1,829 

13.783 

1914 

8,277 

1,391 

9..66S 

151 

44 

195 

1 8,428 

1.435 

9,803 

Total 

91,052 

13.917 

10-1,969 

2,582 

1.05-1 

3.636 

93,634 

i 

14.971 

1 

108,605 
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Table Judex Kianhersi, and Currency Note 

CiraUatioii. 


Dates. 

Economist Index Numbers. 

Quarterly 

Averag..*, 

1914. 

Aug., Sept. 


1 •122*6 126-4 

125 


Oct., Nov., Dec. 

. . 

124*2 

! 125*5 

127*3 

126 

1915* 

Jan., Feb., Mar. 


136-5 

142-3 

150*2 

143 


Apr., ivlay, June 


15^*2 

151*2 

^■ 17-7 

150 


July, Aug., Sept. 


149*1 

149-8 

151*6 

150 


Oct., IVov., Dec. 


153-2 

1 59- 1 

165*1 

159 

1916. 

Tan., Feb., Mar. 


174-5 

182*2 

182*4 

180 

Aru-il. ^lay, June 


190*5 

196*3 

191*5 

193 


■uiv. Aug", Sept. 


191*1 

198*7 

201*0 

197 


Oct., Nov., Dec. 


208*7 

217*2 

223*0 

216 

1017. 

Jan., Feb., I^Tar. 


225*1 

230*5 

240*9 

232 


April, May, June 

•• 

244-5 

246*0 




Dates. 


Slali 

si Index Numbi-rs. 

' Quiri>-r 1 y 
Average. 

I9.I4- 

Aug., Sept. 


i 1 

87*9 89*3 

89 

Oct., Nov., Dec. 


89*8 

b8*8 

91*6 

90 


Jan., Feb., Mar. 


96*4 

100*9 

103*7 

100 


April, May, June 


105*9 

IOJ‘2 

106*4 

107 


July, Aug., Sept. 


io6*4 

107*0 

107*8 

107 


Oct., Nov., Dec. 


110*0 

113*1 

ii8*4 

XI4 

1916. 

Jan., Feb., Mar. 


123*6 

127*0 

130*4 

127 


April, IMay, June 


134*2 

135*4 

131*0 

134 


July, Aug., Sept. 


130*5 

134-5 

134-4 

133 


Oct., Nov., Dec. 
Jan., Feb., Mar. 

* * i 

141*5 

150*8 

154-3 

149 

1917* 


159*3 

164*0 

169*0 

164 


April, May, June 

• • 

173*0 

174*0 


— — 


Dates. 

Currency Notes 
(millions). 

Aver- 

age. 

EconO’ 

mist 

Index 

Aver- 

ages. 

rterly Av 

Statist 

IrKlex 

.‘ty-er- 

ages. 

eirg.-s. 

Currency 
Not(;S 
with three 
months’ 
lag. 

1914. Aug,, Sept. 

1 J 

25*2 28*4 

27 

125 

89 

35 

Oct., Nov., Dec. 

3^-4 

34*5 

38-5 

35 

126 

90 

37 

1915. Jan., Feb., Mar. 

35-8 

36-7 

39-8 

37 

143 

100 

45 

April, May, June 

42*1 

45*7 

46*6 

45 

150 

107 

58 

July, Aug-., Sept, 

45-4 

57*7 

72*0 

5S 

150 

^107 

93 

Oct., Nov., Dec, 

84-9 

91*9 

103*1 

93 

159 

II4 

102 

1916. Jan., Feb., Mar. 

89-8 

100*9 

106*7 

102 

180 

127 

119 

April, May, June 

117*2 

ii8*6 

122*1 

119 

193 

134 

129 

July, Aug-,, Sept. 

127-6 

129*6 

131*5 

129 

197 

133 

141 

Oct., Nov., Dec. 

137*2 

136*6 

148*8 

141 

216 

149 

144 

1917. Jan,, Feb., Mar. 

143-6 

144-4 

144-7 

144 

232 

164 


April, May, June 

154-4 

159*1 



■ ~ 


— 


[Note. — The currency note values are taken at the date that is nearest to 
the 'fe'iid of a month and include currency certificates ont'T^TJdincy.l 
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Periods for Index Numbers ended 

lifar. June Sept. Dec. Mar. Jnne Sept. Dec. 

,T 9 I 4 . 1915* ii 191&. i 

““ Currency Ko'tes. /■>''iWomuf Index Numbers. * Staiisi Index Kwir'^-^i 



CHAPTER VI 


A CHAPTER IN THE LIFE OF JOHN LAW 

Un Ciipitolo della Vita di Giovanni Law. Da documenti 
inediti. }Jeinoiia di Giuseppe Prato. (Torino : Fratelli 
Bocca, 1914.) 

Prefatory Note 

;"2TrruER:o the celebrated innaLioiiisi in history has 
been John Law — a financial g’cnius of the first rank, wLo 
anticipated two centuries ago the most modern ideas of 
banking and credit, but agciinst Iris own principles gave way 
to inflation in his Sys/an. For a time he was in power 
and reputation the gi’eatest man in Europe. The man and 
his works are worthy of special consideration in the present 
age of inflation.] 


This is not the place or the occasion to enter on th.e general 
question of the neglect of Italian literature siilce the middle 
of last century, when the German boom became marked. 
On the plain question of fact there can be^no doubt tliat at 
present, as compared with the first quarter of last century, 
in this country the study of German and Italian havef changed 
places. In the former period every well-educated person 
was supposed to know Italian as now he is supposed to know 
German. • ' That laborious people,” as Adam Smith called 
the Germans, no doubt have their merits, but after all 
“ HermamTs a German,” and has his defects. ^ 

Italian works that attain a certain popularity may no 
doubt be read in Fi'cnch or English translations, but ma.nv 

First published in the Economic Journal, September, 1915. 
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valuable studies will not bear the cost of translation into 
another toiigue. 

Tlicse reflections were caused by the perusal of a study by 
Professor Prato, reprinted from the Transactioiis of ihc 
Royal Academy of Sciences, of Turin. This memoir on John 
Law, although u i'iif eii purely as a study in economic liistory, 
is opportune in calling attention to certain fundainental 
monetary principles \vhich seem to be in danger of being 
overlooked in the present war even in this country. 

Altogether apart from the suggested application (about 
which there may be some difference of opinion) A Chapter in 
the Life of John Laio is an excellent piece of work. As 
Professor Prato observes by way of introduction, there was 
shown in the character and actions of John Law a marked 
contrast of qualities. The man and his system {the System 
as it used to be called) can only be understood and appre- 
ciated wiicn account is taken of this contrast, or series of 
contrasts, in the life of its maker. The life of John Law was 
a romance of that order of magnificence and dramatic action 
that appealed to the imagination of Alexander Dumas. 
J(>I).n Law was born in Edinburgh in 1671, of good family on 
both sides. His father, a goldsmith (something of the old 
(leorgc Heriot kind of banker), amassed a large fortune and 
acquired a considerable landed estate — Lauriston, near 
Edinburgh. ^He died when his son was only fourteen and 
left him his wealth and the estate, from which he is always 
spoken of as John Law of Lauriston. At the age of twenty- 
three Jolm LawAiilled his man in a duel, for whkh he was 
sentenced to death but pardoned by the Crown. 

Steps were taken to upset the pardon by the family of the 
dead man, and John Law found it convenient to bribe his 
keepers (he had again been thrown into gaol) and fliee to 
liolland. This was in the year of the foundation of the Bank 
of England (16.94). He was appointed Secretary to the 
* British Resident and some time after married a daughter of 
the Earl of Banbury. These facts are recalled to sliovr that 
John Law was by no means a needy adventurer, but from 
his youth a nian of substance and a man of fashion. In an 
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age of gamblers he was also a prince of g:i accustomed 

to play for very high stakes and to keep his head. From his 
gambling he gained a first-hand practical knowledge of the 
theory of probability that is the foundation of modern 
banking. In Holland he became familiar with the primitive 
sj^stem of the Bank of Amsterdam, which in its origin pre- 
ferred the method of certainlj^ to the method of probability, 
John Law was much struck by the benefits conferred on 
Plolland by its banking sj’stem. He compared Scotland and 
England with Holland and found that in all the usual 
elements of economic strength Holland was inferior, and yet 
in the accomplished fact of accumulated wealth greatly 
sr.])erior. This difference was accounted for first of all by the 
banking system. The Dutch had discovered the pro]:>er use 
of paper money and the sriperim ity of paper to metallic 
currency. On this point John Law was as keen as the latest 
advocate of the gold- exchange standard. The second basis 
of the economic prosperity of Holland he found in the fact 
that Holland knew better than any other country the art 
of government, including the art of non-government. In 
Holland trade and industry were allowed much more freedom 
for development than in Britain. 

Such were the elements that came to the making of John 
Law’s great System : a first-hand knowledge of banking and 
trade as practised in the richest country in Europe, and a 
first-hand knowledge of gambling and specukuion as 
practised ^unongst people of fashion. 

John L^aw returned to Scotland when aj 30 ut thirty and 
tried his ’prentice hand in his own country by publishing a 
proposal for a Council of Trade, based on the Dutch t*xamplc, 
with his own improvements. This scheme was, however, 
too magnificent for the Scotch, and about five yc-ars later he 
published bis notable work on Money and Trade,” with the 
view of promoting a less ambitious scheme, the leading idea 
in which was the issue of bank-notes based on landcxU 
security. This scheme was also found too advanced for his 
native country, and John Law resumed his old life on the 
Continent. He gambled his way through Europe, indulging 
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in ail kir.d?, of speculation, and making a special study of the 
conditions of blinking and finance in all the capitals he 
visited. In his gambling, in the narrow sense, he played for 
such high stakes that he used ccamtecs to represent the gold 
in tile hea^y money bags which he took with him to the 
tables. As the result of these transactions John Law gained 
a large fortiine, cind was well known in many of the Courts 
of Europe. 

In the. course of his wanderi:igs John Law came to the 
Court of Vittorio Amedeo 11 . in Turin and propounded for 
the benefit of this Prince a project for a bank. This is the 
chapter of his life* (1711--12) that is the subject of the mono- 
graph under review. Professor Prato has brought to light 
some documents bearing on this project which are of the 
first im])ortance in tracing the developmcvnt of fiie vSystem. 
and also in tlirowing light on the cliaractcr of the man. Some 
of tlic John Law documents from the Turin Archives had 
been published by Domenico Perrero as far back as 1874, 
but by an oversight he had omitted to take account of the 
most important. It is these documents which are l'l0^v 
brought to notice in tlie learned moiiogra.].)hof Prc;fessor Prato. 

It is impossible in this place to do more than indicate the 
chief results, but before doing so reference may be made to 
the popular opinions on John Law that are still current in 
the usual accoiuils of the System. This persistence in the 
popular errors concerning John Law is easity explained. TEe 
System, as actually developed in France in connection with 
th.c Bank and the Mississippi scheme, gave rise J1720 -21) 
to the greatest speculative mania on record. For a time 
France fha d in what seemed to be a golden age of prosperity 
~ - a veritable orgy of paper money and peace bonuses. Not 
only was tllero a nominal increase in the fortunes of indi- 
viduals, but all over the country, under the stinj.uhis of the 
new money, there was a great outburst of industrial activity. 
«At the same time as John Law became the most powerful 
man in France (and perhaps in Europe) he used his power 
for the improvement of taxation and administration, apply- 
ing the ideas he had learned in FloHand. Of the actual 
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prosperity of France during the first stages of the inflation 
there can be no doubt. 

Unfortunately, though in the first beginnings (1716) the 
finance of the System was on a sound basis, it soon degene- 
rated, and in its final stages the issues of paper money were 
in such excess that after the catastrophe the notes became 
quite valueless. After a time of the most buoyant delusive 
prosperity France was plunged in the depths of depression. 
No terms were too hard for John Law, and it was readily 
believed that from the beginning he had been an unscrupu- 
lous adventurer only bent on his own interests. The most 
favourable view taken was that he did not understand the 
difference between real money and paper, and that he 
laboured under the delusion that an increase of money 
meant an increase of wealth, and that paper money was 
better for the purpose than metallic money. In fact, John 
Law was supposed to have believed that an abundance of 
paper money was the secret of national wealth. It is true 
that soon after the catastrophe attempts were made to 
justify John Law, but they were swept away by the virulent 
invective of Duvernay.* Unfortunately, Adam Smith 
accepted this version without any reference to the original 
evidence. “ The different operations of this scheme {i.e., 
the Mississippi) are explained so fully, so clearly, and with 
so much order and distinctness by Mr. Du Vernay, in his 
examinations of the political reflections upoir^the commerce 
and finaiicc of Mr. Du Tot, that I shall not give any account 
of them'' (‘'Wealth of Nations," bk. ii., chap. ii.) ^ 
Adam vSmith goes on to speak of the splendid but visionary 
ideas set forth in John Law's writings, and visiontry if not 
splendid they have been considered ever since in the popular 
text-books. 

In his, ^excellent introduction Professor Prato gives a 
critical account of the vast literature which has grown up 
round John Law and his schemes. The nineteenth centui;y 
saw some nota,ble cases of a revulsion in his favour by 

* As Professor Prato shows, the brothers Buvernay had been deprived 
of their lucrative oliiccs by John Law in his financial reforms. 
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competent invfsligr:frri-> and entliusiasis. Tlic social effervts 
of llie disaster of 1721 were glorified by Louis Blanc and 
Proudiion, because in the end the people gained at the 
expense of the parasitical classes. Michelet noticed tlic 
enlargement of ideas induced by John Law’s industrial and 
colonial schemes, and praised his love of humanity and of 
the working classes, and looked upon him as the forerunner 
of the Republic. 

But in spite of these and other defenders John Law is 
still generally looked upon as the typical inflationist, who 
was ignorant of the elements of sound banking. 

The documents now brought to light by Professor Prato 
dispose for ever of the myth of the ingorance of John Liiw. 
Tliey show conclusively that he submitted to tlie Prince 
of Piedmont a scheme for a bank which in its final form 
was of the soundest and simplest order. It was specially 
sound as regards the convertibility of the notes. In the 
first scheme (1711) a provision had been inserted providing 
that in case any note was not cashed on demand, then all 
the notes, whofiher presented or not, should bear 
at 8 per cent. This was a method of deferred or suspended 
convertibility which was later adopted in Scotland 'wii-li 
lamentable results. In the final scheme, ho'wever (1712), 
the specie held against the notes was to amount to no less 
• than 75 per cent. 

In support ^of his schemes for establishing a bank iif 
Tm'in John Law submitted reasoned memoirs on the nature 
^ of money and credit with important historical instances. 
In these documents passages are reproduced verbatim from 
his fonufcT writings, but there are several new ideas and 
facts. In one document an interesting account is given of 
tlie failure in^France in 1707 of a system of notes which had 
been issued without proper provisions for convertibiUty. 

Tlierc can be no doubt whatever thcit John Law, at the 
tune of his banking projects in Turin, had a thorough 
kiiov/icdge of the real meaning of convertibility of notes, 
and had tested the theory by vrell-known instances, positive 
and negative. 
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He believed, no doubt, that paper money was better 
than metallic inone3'— -and not only as a rneclimn of exchange. 
In particular, influenced by the origin of the Bwuk of 
Amsterdam, he shelved that paper money might be more 
stable in value, than the actual circulating currency. 

The interesting question remains : If John Law knew so 
well what was right, why did he consent to the abandonment 
of all his principles in the great inflation of his Paris bank ? 
If John Law was a sound economist, what about the sound- 
ness of his morality ? 

Professor Prato has done me the honour of referring in 
most appreciative terms to my study of John Law pubjislvd 
ill 1SS8.* One can read an essay nearly thirtj^ years old 
with the sangfroid of the impartial spectator. I am still 
of opinion that John Law was more sinned against than 
sinning, tie was ruslied along too quickly by the greedy, 
ignorant, unscrupulous Regent. He believed in his System, 
and no doubt he thought that given time the storm might 
be weathered. With the greatest courage he stayed on in 
Paris to the end, and he left there the whole of his great 
private fortune. Professor Prato brings out very clearly 
the fact that there were combined in John Law at least two 
different cliaracters, who led different lives. Tliere is John 
Law the writer, a man of mark in the development of 
monetary tlieor^c There is John Law, the pra.ctical inan 
of affairs, who tried to pex'suade f.r.st his own \‘ountiy and 
then othefs to put in practice his theory of credit. His 
scheme offered to Turin was in effect, as Professor Prafo 
shows, the same as the scheme of his" Paris bank on its 
foundation. Had John Law the banker rigidly/ confined his 
bank within these limits and restrained tlie too rapid growth 
of his vast colonial schemes, no doubt he would now rank 
as th.e greatest financier of history. But the other John Law 
was a gambler, and as a gambler he took chances which 
ought never to have been taken by John Law the banker^ 
and de facto ruler of France. 

* Money and Monetary Problems/' pp. 165 et seq. 
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FRIEDRICH LIST: THE PROPHET OF THE NEW 
GERMANY 

Friedrich List als Prophet des ncucn Deiitschland. By 
Karl Kuimpmann. (Tubingen : J. C. B. Mohr (Paul 
Siebeck.) 1915. Pp. iii + 52. 

Prefatory Note 

[The influence of List on German econoniic ideals and 
practice is also discussed in tlie articles on Germany's 
Economic Miscalculations (see below, pp. 187, 194).] 


“ A prophet is not without honour, but in his own 
country, and among his own kin, and in his own house " 
(Idark vi. 4) would have been a good text for Dr. Kump- 
mann's sermon, had not the fashion for quoting Scripture 
gone out in Germany in these latter days. In a biblio- 
graphical note at the end of his pamphlet the author r eniarks 
that the List literature is amazingly poor, and (we migtit 
add) especially considering the vast amount of labour spent 
by German writers on economists many classes below List 
in reputation. ’ His friend, Ludwig Hausser, published 
(1850-51) his principal works in three volumes with Life, 
but the promised supplement of the smaller woiTis of List 
never materialised. An occasional essay in an economic 
journal or dictionary and a place in histories^ of political 
economy only served to show how little the prophet was 
.honoured in his own Fatherland. There is no work, says 
Dr. Kunipmann, which docs justice to the higher claims 
of List. The best critical estimate of his work is by the 
* First published ill the Journal, March, 1916' 
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.Frcni'iiiriari, Rist ” (in the '' Histoiy of Economic Doctrines,” 
by Gide and Rist). Dr. Kumpmann does not refer to the 
appreciation of the work of List in America and in England, 
though the excellent work of Tvliss Margaret Hirst Life 
of List, with Selections fi'om his Writings ”) ought to have 
appealed to him if only for the very full bibliography. 

Dr. Kuiiiprnann himself has no doubt regarding the 
greatness of his prophet. In the very first sentence he 
declares that Friedrich List is the most important political 
economist that Germany has produced, and in the last 
sentence he expresses the fervent hope that his study may 
help to call attention to the great master. List showed 
real orighial power of the first order on two sides. In the 
first place, he put in proper perspective the importance of 
the menial capilal of the race as contrasted with the accumu- 
lation of material values. The following sentence is one 
of his key-positions and is of special interest at the present 
time : — “ The pointer of producing u'callJih therefore infinitely 
more important than \i'caUh iUclf ; it ensures not only the 
possession of what has been gained, but also the replacement 
of what has been lost.” What is the organisation of which 
we now hear so much as the foundation of Germany’s 
strength but a striking illustration of this foundational 
idea of List ? It is from this standpoint that List treated 
the controversy between Protection and Free Trade. 
According to List, neither sj^^stem is an end in itself, but 
simply a® means to achieve a certain end, namely, the 
greatest development of productive power. Protective duties 
were only justifiable as educative taxes. *It is this part of 
the teaching of List which has attracted most attc?ntion in 
English-speaking countries, partly owing to the similarity 
of the thought to that developed by Henry Carey."^ 

It is, hoyever, to another side of the genius of List that 
Dr. Kumpmann has devoted his inquiry. List was not 

* The present reviewer has dealt mainly with this side of List’s writing^ 
in the introdiiCLory essay to the new edition of Lloyd’s franslation of the 
'‘National System ” (Longmans, 190^5). CJ. also “ The Neiitrality of the 
Lhiited States ” (1913), ch. iv., on the Commercial Policy of Germany) on 
last’s wider views on the expansion of Germany. 
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only an economist, but a political economist, and the 
principal application that he made of his economic principles 
was to the case of the development of Greater Germany. 
Of tliis development he was the great prophet and, up to a 
point, the true prophet. The keenness of his vision can 
only be realised by calling to mind the old Germany of 
the many states and the many tax systems, and comparing 
with it the Germany of July, 1914. It was in 1819 that 
List adumbraied his scheme for a Zollverein between the 
various German taxing powers. At that time Prussia alone 
had within its boundaries sixty-seven tariffs, levied acccvi-ding 
to districts, some on persons and some on things. Taxes 
on 2,775 articles were collected by an army of 8,000 officials,'^' 
'Hie ot]u;r states and cities were equally a \u\c\ c:L No wonder 
that in tliose days List was a Free Trader. The wonder is 
that he did not regard as Utopian the cstablislunent of 
internal Free Trade in Germany — as Adam Smith himself 
looked on the like case in England. 

But the internal economic development of Germany vras 
only the beginning of the vision. List set up a political 
jwogramme which was partly realised by Bismarck— the 
practical statesman, as Dr. Kumpmann observes, who was 
the fulfiller of so much of List’s ideal. At the same time, we 
must recognise that with List the internal and the external 
development of Germany were inseparabl}- joined together. 

In the far-off days before the war it was always an une^f- 
pected pleasure to find a German work in which t'Jearncss, 
proportion, and, above all, brevity were preferred to their 
O]:)posites. Perl'iaps the highest praise we can offer to 
Dr. Kufnprnann is that his pamphlet might have been 
thought out and written in French, such are its merits- — 
such is its freedom from the besetting faults of his count 
men. In a note of apology at the end he simply says that 
he has given no references, but that the reader will easily 
:gnd the significant passages in the index to Ilausser ! It 
is to be hoped so excellent an introduction without incum- 
brances to tlie real List may be translated into English. 

“ Life of List/’ by Miss Hirst, p. ii. 
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The first section of the pamphlet declares in no uncertain 
voice that List was a political thinker of the first rank born 
before his time — a prophet who knew that he was writing 
and agitating for the future. His ideas were so large that 
at first he was looked on merely as the maker of the project 
of an Empire, until the war of 1870-71 showed that the 
project was in process of becoming a reality. 

In a few lines a contrast is drawn between the old Germany 
into which List was born and the new Germany of which 
he was the forerunner* List was the great path-breaker 
in two directions \\’liicji vitally affected the internal develop- 
ment of Germany. His scheme (1819) for a Zollverein 
became a reality in 1834, the next year is given as the 
date of the beginnings of the German railway system. 
List looked on the construction of railways and the further- 
ance of internal free trade as parts of the same economic 
policy. The Zollverein and -ailwiix’s have made modern 
Germany, and in both the chief builder was List. 

In the second section are brought out the leading ideas 
of List’s economic S37stem. It is admitted that in his zeal 
for the exposure of the fallacies of '' the school ” he failed 
to distinguish between the real Adam Smith and the scholars 
who had reduced the teachings of the master to a few simple 
dogmas. As the present writer has shown elsewhere, miost 
of the criticism of List as applied to the real Adam Smith 
is iirelevant. But even to-day, how many English people 
know more of the real Adam Smith than is contained in 

-a 

h^s saying that defence is of more importance than opulence ? 
List, liowever, did not know or remember that Adam Smith 
had made this utterance. He looked on Adam ^?mith as 
a cosmopolitan, and he set up against him the National 
System of Political Economy. Nationality Whs the first 
ground-thought of the new master. The second was the 
displacement of material capital fast-frozen labour- 
time,” as the German Socialists came to call it) by living 
productive labour as the chief requisite of national power. 
Again, List forgot, if he ever knew, all that Adam Smith 
had written of the living instrument as compared with the 
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dead niacliinc, Brit the attack of List on ‘'the sclioolW 
was just and opportune, and his teaching was as much 
needed in England as in Germany. In the former counti y 
there were iriiiosophers who looked for the natural dis- 
integration of the Ih'itish Empire, just as in the latter there 
were philosophers who could not imagine tlic integration 
of the German Empire. The nationality that List had in 
view was of the kind that has since come to be called Pan- 
German. The German race, in his opinion, was eminently 
fitted by its natural qualities — a large number are enume- 
rated, including a great fund of " natural morcility — for 
entering the front rank as a world-power in the economic 
sense. 

In the third section the internal economic policy of List 
is sketched in " a couple of sentences beccuisc to-day it is 
common ground for all political parties in Germany.’' And 

the first requisite — strange as it may seem to us -is, of all 

things, more freedom, and freedom in our English sense of 
the term, freedom of thought, freedom of the Press, freedom 
from, the Government, etc., " for without freedom there is 
no true Kultur — no weil-foiiuded polity." Here it may be 
observed that List himself was an ardent admirer of the 
British constitution (notably, by the way, of trial by jury), 
and he looked forward to the growth of a German constitu- 
tion on simUar lines. 

The foui'th section ostensibly deals with the Zollverein 
and the political unification of Germany, but al\va3/s with 
the undcrstcinding that United Germany is ta take her 
proper jdace amongst the nations. Internal union is only 
the first step to the assertion of German national power in 
the outer world. The prophet, in spite of his long residence 
in the United States of America, never thought of Germany 
as a republic, nor, on the other hand, as a despotism of the 
Russian kind — a constitutional monarchy \vas his ideal, 

^ but [unfortunately], as he showed, this new birth of Germany 
was onh' to be expected from Prussia. The Prussian part of 
the prophecy was true enough, but in the meantime German 
constitutional freedom became an example of luc-iis a non. 
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The fifth and sixth sections, which deal with the ideas of 
List on Germany as a world-power, are of the greatest 
interest at the present time ; but on so large a subject 
it is impossible to attempt further condensation than is 
effected by Dr. Kumpmann. 

The ground-thoughts are three, and the first is the develop- 
ment of the consular service. How much of the growth of 
German foreign trade has been due to the consular service 
we are only just beginning to realise. We are just beginning 
to learn that, even in war-time when we rule the seas, the 
capture of German trade means a far more effecti\"e consular 
service. One of the most important functions assigned by 
List to the consuls was to direct the stream of emigration 
from Germany, and the management of what we now call 
the peaceful penetration of every continent. His second 
ground-thought was precisely this peaceful penetration. 
Incidentally, List does not approve of the principal emigra- 
tion of Germans being to the United States. The absorbing 
power of the States is too effective. There is not a German 
in the States whose grandson does not far prefer the English 
language to the German.'' The third requisite for German 
world-power is a great fleet. This is a text that needs no 
comment. 

One of the most interesting parts of the work of List, and 
also of his latest expositor, is the consideration of the 
relations of Germany to other world-powers. ^List looked 
on France ’and Russia as the natural enemies of Germany — 
France on account of her restless militaidsm, and Russia 
through her instinctive striving for expansion. In fact, 
List saw in pTance and Russia separately what wc now 
think we see combined in Germany. 

In the vision of List, as in the history of which it is a 
reflex, it is always England that plays the chief part. Eng- 
land, he thought, had gained the commercial supremacy 
of the world by that monopoly which Adam Smith called* 
the great engine of the Mercantile System. England was 
ready to throw away the ladder of Protection when she 
no longer needed it, but she did not mean other nations to 
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follow in her steps. Universal Free Trade had become the 
English ideal only because at the stage she had reached it 
best suited her interests. List maintained that the other 
nations, and notably Germany, must follow the path of 
Protection until tlxcy were strong enough to roam at large 
under Free Trade: So far, German interests were econO” 
mically opposed to those of England. England was looked 
on as always striving to keep down a rising vi'cal. This 
idea of English policy is still dominant in Germanjg and is 
the main reason why the Germans tliink we maiKeuvrcd to 
encircle them with hostile warring nations. 

But list the prophet looked to a more distant future. In 
the last scene of his vision he sees Germany and England 
as allies in world expansion. Germany will assume the 
protectorate of Turkey, but will thereby act as gua..::diaii 
of British commimicatious with the East. The 
eastern expansion (jf Germany wasnot approved by Bismarck, 
but has been approved by the man who dropped Bismarck 
as pilot. At this point the vision of - wii:;). our present 
outlook — soars into the unread or the ideal. The last scene 
is a great coirfederacio]! of all the European nations — a 
great United States of Europe — under the hegemony of 
England, England content to be an equal amongst equals. 
And for uh.at end ? What is to be the binding force of the 
union ? The aiiswer is startling, having regard to present 
conditions. "ILe United States of Europe was to be founaed 
and maintained to keep in check the United* States of 
America. When, relatively to the gigantic American nation, 
England had become, so to speak, a little Holland, in her 
ovvn iiftcrest she must strive to lead the United States of 
Europe against the Marinismus of America. 

In his j-cTst days the idea of an alliance between England 
and Germany became the dominant thought with List. 
His last work was a tractate On the Value and the Con- 
ditions of an Alliance between England and Germany.'' 
For the furtherance of this object he came to England, 
where he witnessed the final stages of the repeal of the 
Corn Laws, and saw face to face the leaders of English 
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politics. His project of an alliance was received coldly. 
The advantages seemed too far off to the practical imagina- 
tion of the English statesmen. In the opinion of Dr. Kiimp- 
niann the chagrin caused by the failure of this cherished 
scheme was the immediate cause of the tragedy by winch, 
he put an end to his life. A fitting omen for the greater 
tragedy of to-day ! “ Back to List is the moral which 

Dr. Kumpmann commends to his countrymen, but what 
a gulf must be bridged over before the passage can be made ! 
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CENTRAL EUROPE AFTER THE V\ 7 iR ^ 

“ MiU(?ienropa.’' By Friedrich Naumann. (Berlin : Oi?org 
Reimer, 1915. Pp, viii + 299.) 

Prefatory Note 

[SrxcE tlrls review was written Herr XMinnann’s book has 
been translated into English, with an introduction by 
Sir W. J. Asliloy. It has given rise to great diseussions in 
Oennriny and all over ilie world.] 


To be unprepared for peace is almost as dangerous as to 
be unprepared, for war. With the British Empire it is 
perhaps even jiiore dangerous. The extent of our Empire 
and of our s(.‘a-po\\'er and the strength of our alliances gave 
us time to put on our armour after the war had broken out. 
Once, Iiowever, effective negotiations for peace have begun 
they ought to be perfected as quickly as possible. Unless 
the nations concerned have made up their minds on the 
principles and limits of possible peace, the peace will be 
no- better than a mere cessation of war by exhaustion — 
more like the pCcTce of death than the peace of (ioTi. Even 
supposinsg- that it is a fight to a finish, and that one side 
(our own side) is completely victorious, we cannot simply 
lay waste Central Europe and sow its lands with salt. We 
cannot even dictate terms of peace altogether regardless of 
the opinion and the hopes of our adversaries. The British 
Empire is by long tradition tolerant and generous. Its 
structure is as composite as that of the world itself, and its 
sympathies are in consequence world-wide. We desire to 

* First published June, 1916, in the Economic Journal 



CENTRAL EUROPE AFTER THE WAR 131 

fulfil the reasonable expectations of all other nations. 
Everything turns on what is reasonable in the circum- 
stances. We want to know what are the real aims of our 
present enemies, and what, in the light of the present war, 
Vvill be the main lines of their policy after the war. We want 
to look at the cpuestions that must be answered before the 
great peace from all points of view, includiiig that of our 
enemies. We must take account of the fact that the war 
itself, whatever the military results, must change many 
fundamental ideas of national policy. The inter-relations 
of the States of the British Empire will be different, so will 
the inter-relations of the Central European States. Inter- 
national policies must be modified by these change's in 
national policies. 

In this work we are only concerned with economic 
policy, but the economic problems of the coming peace are 
of the kind and breadth that were discussed by Adam Smith, 
whose large ideas of future progress were always conditioned 
by the circumstances of the society,'' by '' the prejudices 
and the interests of the times," and other disturbing causes 
which lie beyond the domain of any pure theory of economics. 
Even J. S. Mill, the great exponent of the deductive method, 
was obliged to admit that in one great group of economic 
problems it was not possible to confine the attention to 
economical considerations alone. A similar breadth of view 
is* desirable in discussing the economic problems of the 
coming peffee. And such is the breadth of view in the work 
recently published by Herr Friedrich Naumann on Central « 
Europe, a work which is said to have had a phenomenal 
success in Germany, and to be there regarded as quasi- 
semi-official in its suggestions of after-tlie-war policy. 

Apart from any kind of hyphenated authorit^^, the book 
provides, in a very convenient form, a conspectus of the 
facts and the circumstances, the opinions and the prejudices, 
of the principal enemy countries, such as thej^ were before the® 
war, such as they are in the war, and such as they are likely 
to be after the war. Reading maketh a full man," and 
the repast offered in '' Mittelcuropa " is a very filling repast. 

® » V „ (J 


13 ' 2 - 


WAR FINANCE, 

But it is iiiucli more than a mere array of substantial facts. 
The success of the book in Germany is not in itself a guarantee 
of its success with the Englisli reader. There have been 
since the war many successful books in German}^ which, 
to recall a Dantesque expression, are worthy of silenc-e. 
We have been so deluged in this country with extracts from 
prose versions of songs of hate and the like that at first 
sight the invitation to read through Herr Naumann's three 
lumch'cd closely printed pages (in German character) in 
sea, roll of the reasonable expectations of the Germans does 
not seem very attractive. Be it said, then, at once that 
the worlc is quite different from the typical war literature 
of Gv-i'rminy. There is nothing in it from beginning to 
end- mot even in tone or insinualio.n™-that could give 
offence to any nationalist of caiy country. It is also quite 
different from the typical German w«.>]k of pear, e-time. It 
is eminently readable. T/rc learning and the labour are 
hidden away in the fouuchitiiins or stored for reference in 
an appendix. Tlie yie is lively and well garnished widi 
similes and humour. The argument is genial and (from 
the German standpoint, sweetly reasonable, but by no 
means sickly sweet. There are some bitter home truths — 
for the Gennans. The Utopian is eschewed. There is no 
dream of universal peace. On the contrary, the main trend 
of the argument is that v/ars must come in the future and 
that the first Tiiity of the new Central Europe is to be pre- 
pared for war. The pleasing literary style should not delude 
“ the reader into supposing that the argument is jaot solid 
and well-balanced. It is, indeed, so solid and far-reaching 
tliat a short resume is impossible. Instead of trying to 
outline the general trecitinent section by section, it seems 
more profit^tble to call attention to some of the foundational 
ideas and to some of the most significant results and pro- 
posals. 

The book was planned, so the author tells us, in April of 
last year, wlien the Russians were being driven back from 
the Carpathians. Tliionglioiit it is implied that Germany 
will be \ictoric)iis in the end, although the estimate of 
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victory is Vvhat in business circles would be caJIcd conser- 
vative. There may be some bending of the international 
boundaries on the East or the West, but the extent of the 
bending does not much affect the main argument. What 
would become of the main argument if Germany were 
defeated is not conjectured. Victory is relied on to get 
rid of minor jeak)usics and to smooth away national friction. 
As one result of the war there is to be a kind of blood brother- 
hood. -li fiiufandis, it might be thought tiiat defeat 

wolild lead to mutual recrimination and insistence on 
national interests, but that is another argii:u<;‘M[.. 

One of the remarkable of the foundational ideas is 
that even if the Central Powers are completely victorious 
neither Germany nor Austria-Hungary can stand alone. 
‘‘ Klein mid allcin '' will mean destruction to German}^ 
whatc\’-er the result of the war. This is not tiie cry of the 
eagle that we have become familiar with. But there is no 
doubt about the contention. The possibility of ^''ariolls 
alliances with other Great Powers is discussed in the most 
detached way. France, Greater Britain, and Russia are 
all ^veig■hed, and all are found wanting as allies, though the 
tv^o former are said to be in theory quite possible. A similar 
argument is applied to Austria-Hungary. Still less than 
Germany can the Dual I\Ionarchy stand alone. Isolation 
means partition. Therefore for both Central Empires the 
absolutely necessary solution must be a combination closer 
than any ordinary alliance — ^closer even than that main- 
tained cluing the war. Germany and ^Austria-Hungary 
must be bound together so as to attain the maximum of 
military power, and, as an essential foundation, tile maxi- 
mum of economic power. This close union of the two 
Empires is the necessary foundation of the flew Central 
Europe. To begin with, it would be useless to try to gathcr 
in the otI)er outlying nations which it is hoped in the future 
will be added to the new Great Power. The Northern 
nations and the Southei’n nations are for the present left 
out. First of all, the foundations must be well find truly 
laid before the full structure can be raised. The coinplete 
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designs of the architect are not wanting in grandeur. Sonie- 
time ” he liopos that both France and Italy will find that 
their destiny is Ccnti-al-Europcan. Belgium is not men- 
tioned by name — Herr Naumamn is a great master of the 
art of silence — and Bulgaria, Serbia, and* Turkey are put 
on tlie general waiting list for future jidmission to the 
Ccntral-European State. Eventually it would seem that 
Central Europe is to embrace all Europe that is not Russian. 
But to begin with, the author insists that the Union must 
not extend beyond Germany and Austria-Hungary. Tiiis 
is tlxe maximiun for a beginning, but also it is the minimum. 
Most of liic asLUinasri for conversion is dire(‘t.(^d to Hungary. 
Hungary is absolutely necessary for the new Central Europe. 
Tlie \'anit.y of the 3Iagvars ought to l)e ilattered. Germany 
cannot stand alone, and the chief prop is to be Hungary. 
But there are difii(.'ulties. Somehow we are reminded of 
the Athanasian Creed. Each of the three Unities of tlie 
future Trinity — which is not three States, but one Super- 
State — will have its own difficulties of give and take in the 
process of siiper-abs{.;rption. The new Central Union is to 
be a union passing the expression of treaties, but it is not 
to be a merely sentimental bond of affection, though there 
is some prett}.^ writing — not quite so con^incing as usual — 
from the brotherhood standpoint. Herr Naumann's reflec- 
tions on the imperfections of treaties and the impossibility 
of taking into account all the possible changes of circum- 
stances are noteworthy. He seems to think that treaties 
are made to be^broken, or, at the least, are liable to be 
misunderstood and misinterpreted. The view is supported 
by the very latest of practical illustrations. The result is 
tl.!.at the new Central Europe must be bound together by 
sometliing bstronger--far st.roiiger — th.au any treaties or 
written covenants. But there are difficulties. Even the 
Germans — and especially the Prussians, and more par- 
ticularly the little Prussians (Herr Naumann delights in 
the n.daptatiori of English modes of thought and expression) 
— must give up the old habits of thought and of practice 
and take on the new. The case of^ Hungary is the most 
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difficult, but the acliuission of Hungary as a full partner in 
the new political business is absolutely necessary'. 

There is a masterly account of the divergent interests of 
the three great nations (with their sub-nationalities), and 
the case against union is put so strongly that the appeal to 
necessity is, in the end, the real solvent of the difficulties. 
To each of the Powers isolation means destruction — even 
to Germany. That is the whole burden of the argument. 
The demonstration is ruthless. It must be Central Europe 
or noLiiing. A most luminous account of the development 
of present conditions out of the past is an excellent example 
of that historical method which throughout has dominated 
the thought of the writer. His object, it is true, is to outline 
the project of a new Central Europe, but it is not to be 
made de novo. It must grow up in the manner beloved of 
our own Burke. Each of the three Unities is to surrender 
to the indissoluble Trinity what is rieccssm-y to the common 
good — military and economic — ^but is to retain all the 
ra.it iona: characteristics and functions that are not essential 
to the new State. Great stress is laid on the retention of 
original independence in all non-essentials. The old dis- 
tinction beloved of the examiner between the Bundesdaat 
and the Staatenbund is brought in to clear up the ideas. 
The new Central Europe can never be a Bimdesstaai — the 
Stan fen must retain too much. At the same time, the dis- 
tinction is shown to be rather one of words '^thaii of facts. 
The distribution of the appellation depends on the estimation 
of the value of the elements retained compared with '’ihe ^ 
elements rejected. The real difference will depend on the 
nature of the binding. ^ 

Two points call for notice at this stage. If Germany 
cannot stand alone, d fortiori no smaller natian can stand 
alone. Herr Naumann takes it for granted that the day 
of the little nation is over. Every little nation must be, 
so to speak, a client or a dependant of a big World-Powej. 
No little nation can ever again take any real independent 
part in tlie decision of peace and war. It must do as its 
dominant Super-State may direct. Sovereignty in the 
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proper sense is reserved for the Super-States. Germany 
itself is too small for a Super-State — hence the need for 
a (?cntral Europe. The new Central Europe must be big 
enough to balance Greater Britain, or Russia, or the United 
States of Ainerica — the other three Super-States. Herr 
Naumann seems specially impressed by the absorbent 
capacity of the British Empire. Why should the new Central 
Europe not show in the course of time a similar power ? 
This leads to the second point of interest in connection with 
the disappearance of the sovereignties of the little nations. 
Herr Naumann has been greatly influenced in his project 
of a Central Europe by the course of British Iiistory and 
by the ideas under which the British Empire has been built 
up. He ('ondemns the old Germanisation by suppression — 
su])pression of language and of race diaracler — and he 
looks forward to diversity in unity. German toleration in 
religion after the style of the ancient Roman precedent is 
not to be wondered at, but toleration in education is also 
preached. Variation from the Prussian type is to be per- 
mitted and even coinmended. The diflereiK'e between the 
old British Empire and the new Central Europe is that in 
the latter from the beginning in all essentials organisation 
is to be supreme. Organisation back from the eighteenth 
century lias been the streiigtli of GeriiUri-i}’— - that also is 
one of Herr Naumaiins foundational ideas. A curious 
proof of GciTaany's superiority in organisation is given b^^" 
Herr Naiimann's answer to tlie very pertinent* and in- 
teresting cpiestion : Why are we Germans not beloved by 
other nations ? The Germans all the world over have been 
frankty astonished by the absence of love, not to say the 
presence in most cases of the other thing. Herr Naumann 
finds the solution in the jealousy in other peoples of the 
superior German organisation. Probably he is right. 
Organisation is a word of very wide import. It includes 
jpany forms of peaceful penetration which are distasteful 
to the people penetrated, especially when the full conse- 
quences are revealed in a state of war. 

In the determination between essentials and non-essentials 
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in the new State — how much is to be left to the Unities and 
how much taken up in the Trinity — a considerable debatable 
margin is left. In fact, in spite of the wealth of facts and 
history, the argument is in the main simply a reiteration 
of certain leading ideas. The precise application is left to 
the march of events — solvifur anihulcvndo is the practical 
answer to most of the practical difficulties. 

At the same time these leading ideas are by no means 
nebulous. They are made perfectly plain, and their prac- 
ticabilil}^ is sh.own in detail. T1;e details may be changed, 
but they suffice to show how the thing may be done. Perhaps 
some better way may be found ; pcrha[>s not. The point 
is that the ideas are real working ideas, and not oiuuliorai] 
sentiments. 

The root idea of all is power — Central European power — 
power in war and power in trade. The discussion of power 
in war is limited partly by the present odstence of a state 
of war and the consequent censorship, and partly by the 
fact that Herr Naumann is a civilian. The treatment is 
certainly up“tO"da.tc~--wiLli one exception. The defence of 
the future, he thinks, will consist first in thousands of miles 
of trenches and barbed wire, and, secondly, in the accuinuhi- 
tion of stores of all the materials necessary for national 
existence — c.g., food, raw materials, and mnnitions. Above 
all, there must be organisation — ^Teutonic organisation — to 
pile up and distribute the stores and to man The trenches 
and ensure the mobility of the Super-State forces belihid. 
There is one omission. No mention is made of the air 
services. In the next forty years, however, warfare in the 
earth beneath may give pride of place to warfare^' in the 
air above. Perliaps the silence of Herr Naiiinann in this 
matter is due to the German censor. Heir Naumann, with 
his British ideas of toleration and humanity, could hardly 
have mentioned tlie air services without a condemnation 
of the sporadic bombing in the dark of the island of Great 
Britain. Incidentally, he may be pleased to hear that his 
present reviewer was privileged to witness a zcppelin displa}* 
in what the British censor calls the south-east of Scotland. 
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It was not in-,i;'ni.ri('oiit and it was not war; it was more 
like a railway accident than a rnihtary ciperativci. The 
reviewer can well understand Herr Nanmann's censored 
reflections. Perhaps, after the. war, his views on tiiis method 
of preparing for the new Central Europe be published 
;i!ir;-sira.iiied in om Econo me Jo uynal. 

One thing certain about the new Central Europe is that 
it is to be a first-class militaiy State. There are dark hints 
that" all did not work so well as outsiders were led to believe 
in, the Central Pou'crs’ organisation in the present war. The 
defects are to be remedied by a tl-orougii Prussiiication. 
Ollier nationalities may retain their vur- trappings, etc.., 
but the new Con tral-European army must be one. Not 
once, but repeatedly, it is asserted that tlic future is certidn 
to bring forth more wars, and therefore the first duty of 
Cculral Europe is to provide for war. Tlic new State is, 
above all things, to be a military State. 

At the same time it is recognised that military piu'cer 
is inseparable from economic power. Acc,ordip.gl\', the 
economic arrangements of the new Union must, first of all, 
have regard to defence. Defence is of more iiinoortance 
than opulence. But opulence is nocessrsiy to defence, and 
opulence is the short name for '' material interests.'' The 
new Union must be strong economically. It must, theielore, 
be so constriicted as to secure to the component parts various 
forms of economic equality, including equality of oppor- 
tunity. With, tliis object in view an analysis is given- — in 
itself most cxcQllent — of the economic possibilities of each 
of the^three great nations and of their sub-nations. The 
principal industries are classified, and so are the principal 
kinds of foreign trade. An equitable distribution is to be 
made of national resources, and account is to be taken of 
the diiTercnt stages of economic development. The details 
are liable to change according to experience, and must be 
read in the book itself. But the ideas that are here applied 
are of the utmost consequence as regards the after-tlie-war 
policy of other nations. They are of special importance to 
the States of the British Empire. 
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One of these provocative ideas is that in itself a customs 
union is not sufficient as the basis of an economic union, and 
its importance is liable to be exaggerated. In the .nii-in a 
customs union as regards the outside world is a thing to be 
desired, but such a union would affect very difi’cvcntly the 
different parts of the new Central Europe. The sudden and 
complete abolition of the present fiscal restrictions between 
Germany and Austria and Hungary would lead to disturb- 
ances of a ruinous character to important industries. The 
two latter countries could not withstand the full blast of 
German competition. In the same way, if the distribution 
of foreign trade were to be left to the survival of the fittest, 
Austria and Hungary could not compete with Germany in 
many branches which from the national standpoint it is 
important that they should still maintain. 

The remedy for the possible evils of such competition is to 
be found in regulation, and the principal kind of regulation 
is the regulation by combination. Organisation by syndh 
cates of various kinds is the recognised basis of the produc- 
tion and distribution of the new State. In some cases 
bounties and in others preferential duties may suffice, but 
for the most part a much more developed control is contem- 
plated. Spheres of influence are to be assigned both in the 
home and in the foreign trade. In all the great industries 
and trades there is no place for unregulated ^competition. 
Its place as the primal force is taken by monopoly of varying 
degrees. 

In this ^syndicating of industry and trade the interests of 
labour are not forgotten. Professedly quite as much atten- 
tion is given to labour as to capital, and the profession is not 
merely \'crbcu, but real. The author recognises that the 
basis of Central Europe must be democratic. It is true that 
in a sentence he disclaims the possibility of a republican 
form of government as non-historical, but it is always implied 
that the rulers must rule in accordance with the sentiments' 
and the interests of the ruled. During the present war 
evidences have accumulated that it is not a war imposed on 
a reluctant people by military caste, but a war backed by 
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the full power of iuitioiial opinion. Recent reports on the 
guiding ideas of the German trade unions seem to show that 
the German masses look on the war as necessary to promote 
their material interests, and they frankly disbelieve that 
England is actuated by any other motives — e.g., regard for 
treaties, tlie zights of smaller nations, etc. 

The close connection between military and economic 
povrer in Herr Naumann's argument is perha.ps responsible 
for the fact that in dealing with foreign trade he has dis- 
carded the old ideas of reciprocal advantage in faA'cujr of 
the still older ideas of mutual exploitation. Peace is war 
deferred or suppressed. There is no room in Herr Naumanids 
philosophy for Adam Smith’s contention that th.c I'icher tlie 
jieighbours of any State so much the better for that S(,att\ 
The economic policy of the new Central Europe is to be an 
aggressive policy, directed in every case to the end that in 
the distribution of the ad\''antages of foreign trade Central 
Europe should secure the great(U' share. 

There are maii}^ side issues of great interest and importance 
in Herr Naumaun’s book. Such, for example, is the probable 
effect of the war on the development of State Socialism. 
Frv.ivi this point of the recent advances of the Kaiser 
to the Socialists, as reported in the Press, are not so much 
dynastic as evoliitionaiy. Industrial fendaiism with the 
Kaiser as first Industrial is an old idea. Herr Naumann 
is of opinion' that already the present war has shown tliat 
Central Europe is prepared to become a great Socialist Stale. 
The German defeat of the British blockade is ascribed to the 
adoption of Socialistic methods. 

There can be little doubt that the policy foreshadowed in 
this book of Herr Naumann represents a large body of 
oj)inion both of the ruling oiTicial classes and of the ina,ss(‘s. 
In case of a Central Powers’ victory, or even of a drawn 
battle, the policy seems likely to be realised — that is to say, 
'^that a great Socialist Military State will be established in 
Central Europe which, in the course of time, will endeavour 
to absorb the remainder of non-Russian Europe either by 
peaceful .methods or by war. France, for example, is told 
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that she will have to choose between playing* the part of a 
somewhat bigger Portugal to England or taking her place 
with the Central European State. Germany cannot sland 
alone ; still less can France, and still less can Italy. 

Herr Naumaiin, it is true, writes very much under the 
influence of English ideas as opposed to the old Prussian 
ideas. One would suppose from his argument that already 
the Government of Germany is constitutional, as we under- 
stand it, and that the Government of the new Central 
Europe will be still more constitutional. The little nations 
are to be left full national independence — except as regards 
military and economic power. Except — the saving clause is 
a wide one. Government by consent is to be the new watch.- 
wr)rd. But when all allowances are made for the influence 
of English ideas, the Central -European ideal is not the ideal 
of the British Empire. We cannot think of that Einjnre 
growing into a Socialist Military State. Our natural policy, 
however, must be modified bj?' the policy of a neighbouring 
Super-State. Wc must be prepared for the possibility of a 
still stronger Central Europe. 


CHAPTER IX 


AFTER THE'WAR— WHAT? IN GREAT BRITAIN 

Social Unrest ; Enforced Economy ; Protection ; 
Imperial Solidarity 

Price ATORY Note 

[This paper was written for the New York Annolist 
(March 6, 1916), as one of a series by different economists 
doalinjs^ with the principal countries after the war.] 


The subject of the probable economic position of Great 
Britain and the British Empire after the war naturally falls 
into two main di\isioiis. First, what will be the effect of the 
war on the actual condition of the people ? and, secondly, 
what will be the effect on the general industrial and economic 
policy of the State ? 

The most fruitful method of inquiry is to consider sepa- 
rately tlxe principal economic changes introduced by the war 
and to estimate how far they will be modified by the advent 
of peace. We certainly cannot take it for granted that after 
the \vs.r tliere will be an easy and rapid resiimption of pre- 
war coiiditions, and that after an interval for transition 
things will go on much the same as before tlie war. 

Not much is to be gained by taking a general historical 
survey of the endings of former great wars because the 
conditions are so different. As a matter of history some 
MTirs have been followed by a great outburst of economic 
acti^d^y and others by a prolonged period of depression. 
The Germans say that the effects of the Thirty Years' War 
.(1618-48) lasted down to the nineteenth century. On the 
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other hand, France made a very rapid recovery from the 
war of 1870-71. 

With regard to the present war there are propliets of 
botlx kinds already busy with general forecasts. There are 
prophets of evil and prophets of business as usual. The 
value of all such forecasts depends entirelj^ on the reason .s 
by which they are supported and by the correctness of the 
estimate of the particular forces at work. 

The Agents of Production — Land 

Economic science ought to enable us to give a fairly 
accurate analysis of the situation, and to suggest the 
principal lines of inquiry. Let us look at the question first 
from the point of view of ?rodrLcti;m as if tlie nation vrere a 
great organisation for turning out the streams of tliiiigs of 
all kinds that supply the wants of the people. From this 
point of view we say that there are three great ;.i gents of 
Production — Land (typical of natural powers and resources), 
Labour and Capital. 

Take first Land in this extended meaning. The other 
belligerents have had large parts of their lands wasted and 
put out of condition. Even Germany has suffered in East 
Prussia. In the United Kingdom, on the other hand, the 
land as such has probably benefited by the war. There has 
been no hostile invasion, and the rise in prices has,cncoura.ged 
the farmers to keep the land in the best condition possible. 
The State has given its assistance in providing the means of 
fertilisatioii. Agriculture in all its branches has experienced 
exceptional prosperity. On the conclusion of the warJt will 
probably be in a stronger position than for many generations. 

Labour and Material Capital 

In the same way there has been no destruction of mineral 

wealth or of the means of transport by vrixiclx the natural ^ 

resources of the country are utilised. In brief, so far as the 

first great agent of national production is concerned, the 

United Kingdom and tlie British Empire will be as strong as 

# 
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ever and ready for the resumption of the old extractive 
industrius in full play. 

With regard to Labour, although compulsory military 
service has been adopted, exemptions have been made of 
important industries and of important classes of -labour. 
The; genera] complaint is that too many men have been 

starred ” rather than too few. The governing idea lias 
been to keep the industrial position of the country in a 
satisfactory condition. 

Unfortunately, there v/ill be an actual loss of many 
tiiousands of men by tlie wastage of war, but, on the other 
hand, tlie war has called into industrial activity' large nunibers 
of women and children. Tliere will certainly be no dilucuity 
after the war in the supply of labour. On tlie contrary, 
tliere ma}^ be some trouble in finding occupation for the 
disbanded soldiers and in displacing the women. 

The case of the third great agent in Production, namely, 
Capital, is not so simple. The various forms of fixed capital 
will no doubt remain with us practically uni:npaired. In 
some cases there may be deterioration, e.g., through the want 
of renewal of railway plant, but from the national point of 
view the actual wastage of fixed capital cannot be very 
great. Tliere has been, on the other hand, a considerable 
creation of a mass of fixed capital for war purposes, and some 
of this may be converted to the arts of ijcii-.'c witliout very 
great loss, c.g., some of the great engineering works con- 
structed by the State. In many cases the needs of war have 
been 'met by the corncersion of peace industries, and the 
reconversion will not be difficult. On the svholc, there will 
be some loss of fixed capital through the war, but hardly 
enough to seriously affect the national productivity 

Immaterial Capital 

With regard to the forms of productive capital, whicii 
"economists class as immaterial, the loss will also be incon- 
siderable. In some respects there may be a positive gain. 
The war has awakened the people generally to the recogni- 
tion of [lie 'Uses of science in all its branches and the need for 



AFTER THE WAR— WHAT ? 


145 


greater organisation. Even the Governnient and the 
immediate advisers of the Government have begun to see 
that the living immaterial capital is of greater importance 
than the accumulated dead capital in material forms. We 
may learn from our enemies some things in this direction, 
and tlirough all its history the British people has imitated 
foreign raethocs whenever it seemed desirable. 

Contraiy to what was expected after the first few days the 
banking system of the country resumed its normal working. 
The published results of the year 1915, the first complete year 
of the war, are surprising. Banking business has increased 
except in one direction, namely, through the restrictions 
placed on Stock Exchange dealings and on the creation of 
new companies and the issues of new capital. Except in 
London — through the restriction of financial business of this 
kind — there has been a large increase in bankers’ clearings 
and in the gross profits of banking business. 

irhe absorption of a large part of the gross profits in writing- 
off deprecijiiticn of securities, though lessening dividends for 
the time, will so far put the banks in a very strong position 
after the war. There will no doubt be difficuitics when the 
iner'itablc contraction of Governmental credit operations 
begins to operate, but so far as national production is con- 
cerned our banking system has remained in full working 
orcler. If any fault is to be found it is that the credit system 
of the coiiniry has worked too easily and is partly account- 
able for the inflation of prices that has certainly taken 
place. t , 

Surpassing Records of Peace 

Tlie general result of this broad survey of Production is 
that in the middle of the second year of the war the economic 
prosperity of the United Kingdom has surpassed the records 
of peace. Olficial unemployment is a fraction of i per cent. 
Never were the records of pauperism so low. All the figures 
point to an increase in the consuming power of the people. 
No doubt a large part of this consumption is of imported 
commodities, but from^the production point oi view this 

W.F, ■ h 
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importation has only been possible by our credit organisation 
and by our former accumulations of mono}’ power. 

So far as Production is concerned, there is no reason to 
sui:)pose the United Kingdom or the Britisli Empire has 
suffered up to the urcsent any serious impairment of its 
powers. Even if the national debt before the end of ilie war 
should amount to the colossal sum of four thousand millions, 
which is quite possible, we must remember that the chief real 
burden for the future consists in the payment of the interest, 
(say) some two hundred millions. A good deal of this riioncy 
will be in the nature of a redistribution of national wealth, 
as ihe greater part of the loans are internal. Tlie necessary 
taxes wjI in part check consumption, and the check from any 
point of view except the pleasures of the moment rn;'}' be 
beiu'lic.ia.i to the nation at large. Production, however, is 
only one of the great economic departments, and is inex- 
tricably intertv/ined with Distribution and Exchange. The 
end of the war may bring dislocations in these departments. 

Effect on Wealth Distrieution 

The war has had much more serious eifcc.LS on the distribu- 
tion of wealth than on the aggregate amount available for 
cunsuniplion. In normal times the distribution of the 
'' eai'n ill gs- and- interest '' fund depends in the main on an 
endless serif s of contracts made by the various owners '"or 
C(jntrolle.rs of the great productive agents. From year to 
5'Car there are only modoriitc changes in the proportions of 
wages, profits, and rents in their various forms. Again, as 
regards tlie part taken by the State for public purposes, the 
expenditure is for the most part determined, under normal 
peace conditions, by the policy of former years. There are 
fixed charges for the old debt and for the public services, 
militaiy and civil. In short, a very small proportion of the 
public revenue is at the disposal of the Go\X'rnmcnt (with 
the approval of Parliament) for new purposes. 

The sudden advent of a great war changed altogether tlie 
inimediate powers of the Government over the actual distri- 

^ a* 
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bution of the wealth of the nation. And tlie indirect offocts 
of Governmental action were equeJly serious. The Govern- 
ment, instead of having to dispose of an almost nogligibh.' 
amount of new revenues in any one year, has had at its 
disposal (say) fifteen hundred millions of new iuonc'y. 
Almost the whole of this new money is raised by loans, and 
almost the wliole of it is Gste:-:sibly devoted, to the conduct 
of the war. The reduction of civil orpcndilure, wliether 
national or local, has been insignifica.nt. Equally negligible 
has been the ccon(.)my effected by the people in general, 
since the indirect taxation imposed has been altogctlior 
inadequate. 

Spend-ING the Money: Labour and Wages 

The first consequence of this plan of j'.ew money undei' 
vStatc control has been a sudden and great increase in the 
demand for all kinds of labour and capital that could be used 
for war. This rise in demand was accompanied by a corre- 
sponding rise in wages and profits. Under our vr'huq-ary 
system it was thought just or a.d\'isabic to offer large allow- 
ances to the dependants of our soldiei's. Tlie money wages 
paid to the soldiers was ten or twenty times as great as vath 
the other behigerents, and yet apart from patriotic motives 
was not sufficient to draw all the labour required. Partly 
^vitIl the vic^v of attracting men the real wages of the .soldiers 
reached a. very high standard. Rations were most liberal, 
both in quaiitit}.?' and in qualitjo No doubt under patriotic 
impulses a, good many men joined the army at a loss of 
material comfort (apart from the risks of life and liml:^), hut, 
on the otlier hand, there were large numbers of ordinary 
workers who benefited hy enlistment. This is especially 
true if we take as the unit the family. Many working-class 
families received more money than before the war and had 
not the bread-winner to keep. 

The result was tliat the Govei-nmontal expenditure on the * 
war raised the general rate of wages. As the demand for 
munitions became more urgent the wages of labour wvro 
Vidsod more and more in, the war industries. The iruu'itahde 
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consequence was a sympathetic rise in all other forms of 
labour. A general demand sprang up all over the country 
for ad^’■a^ces in wages in the nani-e of war bonuses. On the 
whole the ad\’‘ances in wages were more than sufficient to 
balance the rise in the cost of hox'ing. 

A lise in th,e general standard of comfort of the labouring 
classes seems a paradoxical outcome from the greatest war 
on record, especially when we look at the state of labour in 
the other beliigc-rent countries. The reason is, first, that 
our Government obtained its loans more easil}^ and, owing to 
our vohmtaiy system, gave full play to the c* •i:saiinrv..> of 
a rise in the demand for labour. Other (xaintries had less 
money and, being organised for war under the compulsor}.’ 
system, were able to exercise a buyers' monopoly f:')i’ all sorts 
of services. Instead of giving labour more than the ordinary 
peace rates, in many cases they gave less. 

Capital Fropits and Rent of Land 

The case of capital was practically on all fours with that 
of labour, but with an even givaler advaulago in bargaining 
against the Government. In this country it had come to be 
recognised as a secondary law of nature that the Go^'ernment, 
in the making of war contracts, must pa}^ extravagant 
prices. This war being the greatest of all our wars, it was 
taken for granted that the extravagance must also be the 
greatest. In the course of time some of the war contracts 
have been revised ; some of the war industries rha^''e been 
controlled, and some of the excess profits Iiave been seized 
by tlic tax-gatherer, but the general result has been a great 
rise in the profits of all industries connected with the war. 
There has Seen a sympathetic reaction on other employmcijts 
of capital. The money profits and tlie monej* wages in the 
favoured industries had to be spent. It is not part of Britisli 
human nature to saA'c extra earnings in any parsimonious 
manner. And again we are brought face to face tiie 
extraordinary fictitious prosperity of the war 1 

In the foregoing account of the piovement in profits no 
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attention has been paid to the clifl'crent elements into nhiel: 
gre^ss profits, may be analysed. In every elenieat there has 
been a rise. Even as regards insurance against risk the 
Government took over some of the risks or provided cheap 
insurance. Monopolies were permitted to emerge and 
flourish. Unearned increments abounded. E\'en the rate 
of interest on first-class securities was promptl}.' raised by the 
Governmental demand. The British Go^'ernment, after 
about a year of war, had to give 5 per cent, with indirect 
bonuses. 

With regard to the rent of agricultural land the land- 
owners have not so far bcncriled very miicli, if at all. The 
land is let in general to tenant farmers on such, customary 
or contractual c'onditions that rents cannot at onc(^ be raisecl. 
It is the farmers wlio have got the unearned inert-ments in 
the meantime. The estates of manj- landowners are mort- 
gaged heavily and the rise in the rate of interest has been 
taken advantage of by the mortgagees. But the rise in 
rents must come about in due season if prices and farmers' 
profits remain high. 

General Result of Survey 

The general result of this rapid survey of distribution is 
that the earnings of labour and of capital have increased 
greatly through the vast Governmental (.expenditure. That 
tin* rise has not been merely a nominal or nloney rise is 
sho\vn by the great increase in consuming power from beer up 
to costly furs. As a nation we have been spending capital 
with profusion. Certain cdusses have siiflVred severely, 
especially the professional classes with fix(.‘d. or Tow-ered 
incomes, who have to bear the increase in income tax. 

With regard to the third great department of economic 
activity, namely, Exchange, the chief effec-ts have already 
been noticed in connection with Production and Distribution, 
for exchange is fundamental in both. Tliere are, however, ^ 
certain forms of the organisation of exchange which call for 
some special notice, notably the monetary system and 
foreign trade. 
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Banking 

Witli regard to ir.oiK.-v' and banking on the outbreak of war 
in tlic expectation of a crisis various emergency measures 
were taken, some of which were unduly prolonged. Before 
the end of 1915 the Government had issued more than a 
hundred millions of Treasury notes for ten shillings and one 
pound. Har\"ii:g regard to., the enormous development of 
our chc-tp.ic system, this great a-noiint of nciw paper money 
seemed unriec(;‘ssaiy. Coincidcntl}^ there was an expansion 
of bankers' credits owing to Go\'ernmerita] guaranti-es of 
various kinds. The natural result was a general 
of prices. Of the fact of the general .rise in prices there is 
no doubt, and the great increaseOn money and credit is, to 
sa}'- the least, a c.<jniributory cause. But for the Treasirry 
notes tlie banks must liaa’e (‘ontracted their advances. The 
rise in prices (whatew'v be the cause assigned) reacted on 
public expemditure. The loans were sooner expended and 
money had to be raised. Much would ha\'o more. 
Prices followxxl money and money prices in a vicious circle. 

So far imporfarion was increased and rxpvcriati-,:!': was 
diminished. TIic adverse balance of trade consequent on the 
war was Mgg.uuvUied. Altctm]>ls were made to correct the 
foreign exchanges, esi)ccial]y with the Ihiitcd States, by 
public and private loans, and when these pn/v'ed iiivSnlTicient, 
by th,e exwrt imdrr Governmental control of seenritu^s. 
The ulterior effects of these loans and saJes of securities must 
be to diminisli our power of importation after the war. 
Instead of receiving iiUhn'cst from abroad in tlie way of 
imporhy, we shall be impiising taxes in the homo, country to 
pay inUTOst. 

" Adverse Trade B.\lance 
Tlie adverse balance of trade is due in the first place to the 
exceptiounl war demamds, but v/ith lower prices in this 
" coiiiitiy the deficit would Ixave been less. One of the most 
.notable advances in price was in froiglits. Much mercantile 
shipping was swept from the seas and much urns com- 
mandeered^ by the British Government. The shortness of 
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supply and the rise in demand in some cases raised freights 
ten or twenty fold* The rise in freights would not have been 
so great but for the general rise in prices and the consequent 
encouragement to importation. Even in such a staple as 
wheat the difference in price in England and the United 
States is not wholly accounted for by the difference in freight. 
The rise in freights in one way was equivident to an increase 
in one of our invisible exports, but, on the other hand, it 
cliecked visible exports and also operated against us so far 
as neutrrdi shipping was concerned. Some of our shipping 
was also diverted to the carrying trade for neulrals. 

After the War 

We are now in a position in the light of this broad survey 
to estimate the probable course of economic development 
after the war. 

Tlic change of the greatest immediate importance will be 
the cessation of public borrowing and of excessive Govern- 
mental expenditure and the substitution therefore, of a great 
increase in the burden of taxation compared with the former 
peace level. The fictitious prosperity of the war with all 
that it implies must come to an end. The change will be so 
severe that in all probability under various excuses Govern- 
mental borrowing will not cease altogether, but it will be 
inc.rc^Lsingiy diiTicult and must be very greatly contracted. 

In the same way all the varied emergency incasiires for 
supporting credit must be much lessened and in the end 
disappear. Here again,, no doubt, there ^vill be an outcry 
for more money, and for more assistance to the banks. It 
will be very difficult to manage the transition from the 
inflation of war to the natural level of peace. The attempt 
to take away the war bonuses on wages will no doubt be 
resisted by labour. To revert to a lower standard of comfort 
on thc‘ return of peace will seem unnatural and unendurable. 
Possibly some grave social disturbances may arise. Every-* 
thing points to a fall in wages. The price of labour must 
share in the general fall of prices with the reduction of 
paper money and war credits. There is likely to be an 
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o\’'er-;iipply of labour, wbilo. tlxe special Vsiw (Ic^niands will 
have ceased. The expansion of e.xports can la;irdly be 
cnoiigli. to replace the fall in the war demands for labour. 

vSiinilar reasoning applies to pi*ofits. During the war tlie 
rise in profits has been due to public oxpendirare, and tliC 
revival in the trades and industries of pcxu^e -wii! not give 
at once an culequah- compensation. 

Under these circiiinstances, on the return of peace there 
vrill no doubt be a great outcry for Governmental assistemce 
to industry. The wisest policy, no doubt, will be to refuse 
all sucli assistance as may demand more new money. 
'W'ln.'ibi'r our statesmen will be strong enough to make the 
refusal and to insist on real and cffecti\'c (.economy remains 
to be seen. The moral effect of our ^\'ar extravagance will, 
be hard to eradicate. The people are not likely to take 
kindly to tlie more simple life and to the repayment of old 
debts. They a, re more likely to expect witli tlit.' rc'tiun of 
peace an increase in the social benefits which were being- 
provided in an increasing degree before the war. Tliej- will 
.suppose that the war simply stopped for the time the 
advance in social improvement and that the march toward 
State Socialism will be resumed wh.(*rc it was left off. 

Governmental MANAGEi\rENT 

On the other hand, the Governmental management of 
industry during the war has not been such as to encourage 
its furtlicr extension. All the old complaints against the 
substitution ^f State management for private ^enterprise 
have been x'evived during the war. It is true that more 
and more State management was asked for, but, as it was 
given, th,e complaints increased. The most persistent of 
all complaints has been that the Government did not take 
sufficient advantage of the business powers of the community. 

Everybody has been crying out for business men to 
.replace incompetent State officials. Such has been the 
outcry that the popular disbelief in the benefits of red 
tape has been greatly strengthened. When the inevitable 
commissions of inquiry have revealed to some extent the 
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details of Govenmienlal mismanagement and extravagance, 
a healthy reaction in favour of self -lielp may set in. In any 
case, the cxtc'nsiori of socialistic interference will meet the 
insuperable obstacle, in ihy course of a very short time, of 
the pro\isior]. of th.c necessary money. As the war will 
pr<.)l)ab]y doubk^ our Isixes, to pay for interest, pensions, 
etc., new revenue for social twperiineni s win be dilticnit to 
obtain. 

The dangers of social disturbances e-ught not to be exag- 
gerated. The Britisli people are not inclined, by nature or 
tradition to social revolution. In case of need ll'Cy are 
capable of grerit endurance. If only they realise that the 
taxation is necessary they will shoulder the burden without 
destroying the sj-stem by ^vbich the national ^^'eaU■]l lias 
been built up. It is quite possible that a strong reaction 
in favour of individualism may take the place of any I'urlh.er 
extension of socialiSiU. Socialism when it has to be paid 
for by taxes is too expensive a luxury after a great war. 

But with regard to our external tra.de and gencra.liy our 
relations with foreign countries, a st’rong demand has already 
arisen for the abandonment after the v^ar of our former 
easy-going free trade. Debates in Parliament and resolu- 
tions by chambers of commerce all over tlie country show 
unmistakably the trend of public opinion. The conclusion 
of w^ar will not be marked by the pre-war condinons of 
foreign trade. 

Restkaixts and 

Already definite proposals are being discussed for par- 
ticular restraints and prefi‘rences. Even if tluV British, 
people were persuaded that the adoption of a resiri-:tivv..‘ 
policy toward our present enemies would involve ^a monetary 
loss they would accept the loss. In particular, they are not 
likely to look again with complacency on tlic growth of 
German navigation and the expulsion of our ships from„ 
old trade routes. Some revival of our old navigation policy 
seems very likely. And for the very same reasons for which 
Adam Smith approved of the old Navigation Acts. These 


old regulations, he allowed, v/ere not favoural)lc to tlic: 
growth of national opulence, and they were the outcome 
of national animosity (against the Dutch), but for all that he 
considered that they were the wisest of the commercial 
regulations of England. Kis pithy summary, '' Defence 
is of more importcince than opulence,’' is being quoted by 
every chairman at the annual meeting of his company. 

roiocidenlaJly with restraints on our enemies there will 
be, no doubt, an extension of the system of preferences to 
our allies, and espoclalK^ tlxerc will be a closer union betwecix 
all the States of the British Empire. Before the war a closer 
commercial union u'as rendered difficult by the dix-'ergemce 
of interests and tire difficulty of the initial cost. The feeliiig 
of solidarity created by the war will induce e\’-ery part of 
the Ernpir(‘. to look more to the power of ilie whole rather 
tlian to its own particular interests. 

German M'i-'Liioi 'S 

Tliis is not the occasion to discuss the German mctlxods 
of waging war. From the German point of view they may 
be capable .of defence in the eyes of the Germam people and 
their friends. But, such as tlu'y are, they have aroused in 
the British people such a degree of national animosity as 
can only be effaced by length of time and a complete repudia- 
tion by tlic German people of the morality , of militarism. 
So long as the present national feeling endures it is safe to 
predict that on tlie return of peace German ships will not 
iind the p(,)rts of the British Empire so free of access. Nor 
will the same easy entrance be admitted of German subjects 
into our inclustric‘s, and still less veil! the}- be permitted to 
exploit monopolies under the shadow of our law. 

It is quite possible that this anti-German policy and the 
att.empts to capture German trade. by scientific tariffs may 
break down owing to the difficulties involved. In spite of 
The strong praise of Adam Smith and the national worship 
of the power of the sea, the Navigation Acts were the first 
part of the old sj^stem to give way owing to the immense 
practical difficulties of making the necessary reciprocity 
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treaties with other nations. But within practical limits a 
considerable change in our foreign trade policy and in our 
inter-inipcrial policy may he made with every prospect of 
success. 

Tiiere can be no question that the attempt will be made 
after the war to advance British commercial power at the 
expense of German power, csj)ecieLli3.' by a closer .union of 
the .British Empire. Before the war we had no more jcaloiisj' 
of the advance of German trade than we had of the advance 
of the trade of the United States. For a considerable time, 
Iiov\'e\'er. we shall not loolr Ydtli such an easy mind on 
German advancement. 

I'lifortiimilviv’, one of the results of the war will be to 
bring into favour JTiilitaiy modes of thought in dealing with 
the commerce of nations. For a time there will be a rever- 
sion to the old bciie.r that the gain of one nation means tlie 
loss of another, especially if one nation is German and the 
other British. 
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WITH SOMB CO:\rPARlSON BETWEEN PRESENT CONDITIONS 
AND THOSE OF A HUNDRED YEARS AGO 

pRErATOKv Note 

[Far too liUlo attention lias been given by economisls in 
reeont times to iliv great work of Tookc on the Napoleonit' 
war period and after. The liistorical part of the present 
paper is drawn largely from Tooke,] 


Next to the why itself the subject that is perhaps most 
discussed at the present time is trade after the war. Trade 
is taken in its largest sense as covering practically all the 
economic ac.tivities of the nation: e,g., cg:T::;h iiiM ■ and 
manufacturing production, transport and markets — both 
home and foreign — employment and wages of labour, employ- 
ment and p'rofits of capital, the burden of war debt and 
taxation, credit and banking, and the effects on prices. All 
til esc topics are closely inter-connected, and all and more 
must be drawn hi due proportion for a proper picture of 
'' trade after the war.'' When the picture has to be drawn 
largely from conjecture the general effect will vary according 
to the st ress laid on the different elements. From the same 
facts and conjectures the economic forecast may be black 
or briglit according to variations in stress. 

The application of the historical method to what occurred 
after the great Napoleonic wars ought to be useful in suggest- 
ing lines of inquiry and in realising the complexity of the 


* First published in the Scottish Historical Review, July, 1917. 
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subject. There are points of resemblance and of difference 
well worthy of consideration, both in general and in par- 
ticular. 

A point of general interest may be hrst noticed. It was 
commonly believed in the Napoleonic period that the return 
of peace would create an immense foivigr. demand for the 
goods of this country and its colonies. Accordingly as 
soon as peace seemed probable there was an outburst of 
speculation in all kinds of exportable commodities. It may 
be said to Iiavc reached its height just after the oJodicedion 
of Napoleon in the spring of 1814. The extravagant specu- 
lation for British man uf act arcs caused an unusiuil demand 
for Iab{>iir with risir:g wages. Incidentally there happened 
to be a fall in the prices of ]n-o\’isio:is, so that the manu- 
facturing workers were much better off. 

So far the first general comparison is favourable to our 
optimistic prophets who foresee a great peace boom both 
for capital and for labour. It soon turned out, however, 
that as regards trade the prosperity was artificial and 
ephemeral. The shippers found that the effective demand 
for British goods and colonial produce had been greatly 
over-rated. The desire element in the demand was strong 
enougln The foreigners intense^ wanted our goods, both 
home-made and colonial — there was a great demand in 
the sense of desire to possess, but the meojis^ of purchase 
were propcrtionatcily limited. Acc-ordingly great losses 
were incurred on goods shipped to the Continent in 1814, 
and towfM'ds the close of the year numerous failures took 
place, which continued in increasing numbers in 1^15 and 
the eaiiy part of 1816. 

The popular belief of that time in a peace boom is v^ell 
brought out in the evidence of a hand-loom weaver before 
a Select Committee of the House of Commons in 1833, 
quoted by Tooke."^ '' Can 3^11 remember what was the 
reason that the price of weaving sixtx'-reed cambrics was 
so high in 1814 ? '' Answered, '' It was in (consequence of 
tlie battles of Leipzic and Dresden. A general opinion pre- 

Vol. ii., p. 6, n. 
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vailed that if we could succeed in the power of 

Buonaparte, \vagcs would get up and prices wonld be 
confirmed to this country for ever ; and prices got up to 
an enormous lieight, and they came dowm as fast/' 

The fall in the prices of produce from the highest in 
1813-14 to the lowest in 1815-16 was remarkable. Ihiw 
cotton fell to just one-half, sugar to less than one-half, 
logwood and pepper to o-iie-ihir/i of the higlicst points. 
Copper fell from £140 per ton in 1813-14 to £85, lead from 
£33 fo £18, and tin from £174 to £102. 

Tlie hii] in the i)riccs of produce was irregular, but tlic 
lowest point of depression between 1814-17 was in geruvral 
touchecl at the end of 1816 and the beginning of 1S17. 

In tlris period there was also a considerable depression 
in the shipping interest. There was indeed a more extended 
field for tonnage, but voyages were quic.ker tl i.rc>i4, .fn the 
removal of the impediments of v'ai', a large mass of shipping 
was liberated from transport, and the cost of siiipbuikling 
fell with the cost of materials, and with it the price of ships. 

The general conclusion of Tooke * is well \vorth quoting 
in full : — 

Thus there was from 1814-16 a very general depression in 
the prices of iiearty all productions, and in the value of fixed 
property, entailing a coin’ergence of losses and f;ii lures among 
the agricultural, and commercial, ar.d and mining, 

and shipping and building interests which marked that period 5s 
one of the most extensive suffering and distress. Of that great 
and memorable fall in prices the principal part beyoiid what was 
the effect of the seasons and a recoil from the extravagant specu- 
lations in exportable commodities is clearly attributable to the 
transition from war to peace ; not from war as having caused 
extra demand, but as having obstructed supph’ and increased the 
cost of production ; nor to peace as having been attended with 
diminished consumption but as havijig expended the sources of 
supply, and reduced tlie cost of production.” 

When it is stated in the foregoing passage that the period 
i8i4~-i6 was one of most extensive suffering and disrii. :-<. 
the reference is to the employers' capital and profits, and 
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not to tlic general conditions of the masses of the people. As 
regards the labouring classes, Tooke goes on to say tliat in 

'' 1814-15 and until the renewed rise in the price of provisions 
they were in a com-praativcay satisfactory state ; as the price of 
labour had not fahcii In anylliiiig like the proportion of the fall of 
the prices of necessaries . . . the great bnllc of the workiiig 
population were in an improved state compared with that which 
they experienced in 1812/' 

One of the most important results of the application of 
the historical method to economics is the obsers'atioii lliat 
vith a general rise in prices from whatever cause as a rule 
the woiLing classes suffer more as consumers and gctin less 
as producers than the er.ij^loying classes. Conversely, in 
the case of a i'cncral fall in prices the working <'lasst‘s benefit 
rc;:ili\'e]y to the employers — money wages do not fall so 
rnpidiV as prices, and in some cases do not fall at all, c.g. , from 
1876-96. Like all other empirical laws, however, this 
law of prices must not be rashly extended in time or place 
without full c'onsideration of the attendant circumstances. 
Accordingly, before any application can be made of the 
effects of the changes in the price-level of the Napoleonic 
period regard must be paid to the causes of the changes. 

On this subject a very keen controversy arose which has 
been prolonged down to our own times. The origin and tixe 
progress of the coiitro\x-rsy are displayed in full detail in 
Tijoke’s great '' History of Prices,'' and indeed this work 
itself was undertaken in the first place wil.li special reference 
to lliis controversy. The viagniim opus, the first two 
volumes of which were published in i83S,’\vas founded on 
earlier essays which arose directly out of the controvaersy. 

As is observed by Tooke in his Introduction, in the publica- 
tions without number on the subject of the high range of 
prices during the great wars and the low range in the follow- 
ing period, the explanations offered fall into two great 
classes, or are concerned with two great causes, namely, the 
War and the Currency. 

During the first two years of our present great war people 
V'ere content to xiscribc the continuous rise in prices to the 
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war simply, but in the beginning of 1917, with, the issue of 
the great consolidating* loan, more attcnlion was directed to 
the rise in prices as consequent on tlie inflation of currency 
and credit. 

It seems probable that in the near future the old con- 
troversy between War and Currency will be revived with 
reference to price movements in and after the present war. 
Tlie analogies and contracts with the former period cannot 
bvi: to be instructive. 

Tookc himself began v’ith a preliminary inquiry into the 
effects of Wcir and curre.acy on prices in former epochs of 
English h»ist;:ry. He proved, as regards war, that the 
popular idea that war always raised prices was not well 
founded Idstorically, inasmuch as ranges of high and low 
prices wci c about evenly divided between periods of war and 
peace. In the same waj^' he showed that the nature and 
extent of the effects of variations in the quantity of money 
had been too easily t;\kcn for granted even by Adam Smith 
himself. 

War is a vc\y short word, but a slate of war iii\’’ol\’'es a 
multitude of causes and conditions acting in different ways 
on the economic state of the nation. Similarly as regards 
currency, there is no simple corn'iection between the aggregate 
of the various forms of currency and of credit on tlie one side 
and prices on the otlrer. Just as the state of war must be 
aualysc'd so must the state of the circulation of money and 
its representatives. 

In this short paper no more can be attempted thr-?^n a state- 
ment onhe principal results of tlie former C(.)ntro\‘'ersy, with 
a brief indication of some of the points of contrast with 
present condilions. 

First of ail, T(.)oke liimscif called attention to a cause of 
high and low* prices wiiich, in his opinion, often altogether 
outweighed tlie effect of war or currency, namely, the state 
of the seasons. Oiie of Ihe most ^•alua.ble parts of his Vvork 
is the detailed examination of the effects of tlie seasons on 
pi'ices. England during tlie N.'.ipoleonir. war period was 
practically dependent on its own food^ supplies, A shortage 
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due to bad weriuier ■■.'ds-. d prices out of all proportion to tlie 
deficiency. As a consequence, a period of bad soasoris was 
the very best for the farmers, and also for the landlords, if 
it was icng enougix to allow for an CLcljustinent of rents. Tlie 
Corn Laws were praxtically inoperative in the wliolc 
Napoleonic period. The gxeat cause affecting corn piices 
was the weather. People were too much struck by the rise 
in prices to observe that even in this period there were years 
of love prices. Tooke showed in general and in particular 
that just as scarcity unduty raises, so abundance unduly 
lov/ers, prices. Part of the excess supply of one or tw’-o good 
jvxirs may be stored, but a continuance of good seasons will 
cause prices to fall still more by the release of the stored 
grain. 

Th.e l.)es(; v'ay to see the full effect of the sce..s<u.is in this 
period is to take account not only of the average 
prices of the year but of the fluctuations. Tlie aATragc 
price of wheat in i8oi is given in the usual tables as 115s. 
Certainty a high price, but before the liarve.^t of 1801 was 
secured the price of wheat in the London market reached 
180S. and the price of the quartern loaf was for four weeks 
15 . f In 1812 the average is given as 1225. 8rf., but 

tli.c price in August reached 1555. J By December, 1813, the 
price had fallen to 735. 6 d., less than half of August, 1812, 
but the average for 1813 was 1065. 6 d. 

Itls quite clear from Tooke's '' History that the average 
high prices of corn were due to the bad seasons. A single 
good season was sufficient to break the pricers, and with, two 
good seasons prices fell greatly. Between March, 1801, and 
March, 180.4, wheat fell from 1555. to 495. the sharpest 
fall on. record. 

Before the present war the influence of British weather had 
ceased to be of any practical importance as regards the 
price of grain, as was shown by the great agricultural depres- 
sion. in the ctarly hsev'Cntics, in which bad seasons received 

* Cf. my History of tlie K-iglish Corn Laws ” (Social Science Series). 

f Porter’vS Progress of the Nation,'* p. 452. 

I Tooke, voi. ii., p. 342. 
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no t'()rn])(;Dsr-ition from high prices,, whicli indeed made a low 
record for modern times. E^"en during the. course of the 
present war it cannot be said tliat Bi'itish nH:'.atn.e]' has been 
the chief cavise of the rise in food prices. The world ].iar\'est 
of 1916 was deficient, and the destruction of tonnage and 
the demand for transport had increased. In 1917 the 
submarine menace has been intensified, and the available 
supply of cereals depends most upon importation. Steps 
have b*e(‘r: taken in this country to enlarge greatly tile £irea 
of tillage and restore our food independence. If the new 
cultivation were protected by ijuport duties the price of 
British wheat would iigain be governed by Bi iiish weather. 
It seems ]:)robablc, however, that minimum prices will be 
maintained by boiinlies (direct or indirect) and not by import 
duties. After the war it is Ixardly likely that world harvests 
will be deficient. It is more probable that the recent great 
advance in agricultural scientific work will rapidly bear 
fruit under the stimulus of exceptional demand. Hitherto 
jigri.t'n];-:.u\'.I practice on a large scale has lagged behind 
scientific discovery, especially in the United States. 

It seems probable also tlxat after the war the relative 
shortage of ships will soon be made good, partly by new 
construction and partly by the liberation of tonnage from 
naval requirements. 

So far as the conditions of supply are concerned, the cause 
of most importance in the time of Tookc, namely, the seasons, 
will take a second or much lower place. It is also possible 
lliat the foreign peace demand for our goods mi.\y not be so 
ephemeral or defective as in the earlier peace period. 

But there I'emains for comparison one point of vital 
importance, iiamely, the currency. Tookc showed very 
clearly that the effects on prices of the Bank Restriction (that 
is to say, the adoption of inconvertible notes) during the war 
were exaggerated. Very often a rise in prices occurred, due 
to bad seasons or other obstructions of supply, whicli was 
ascribed to excessive issues of notes when, in fact, no excess 
had occurred. Tooke's examinafior. (d the actual conditions 
of the circulation is a model of judicial inquiry. All the 
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same it is now generally agreed that the Restriction (or tire 
inconvertibility) had more influence than he snpposerh 

An impartial investigation of monetary conditions in the 
present war shows that there has been considerable inflatioii 
I have written at length elsewhere on tins matter.'^ Here it 
need only be said that inflation is now so generally admitted 
that the main concern of financial authorities is to discover 
the best means of deflation. 

Granted present inflation, it follows of necessity that if th.e 
gold standard is restored to its pre-war siinplicil}" and 
effici'nic.y, there must be a great fall in prices. The present 
high, lo^'cl is largely due to the de faclo abandonment of the 
gold slandard. 

After the Napoleonic wars the principal feature in. t};),e 
econo.mic situation was the falling prices. There was some 
.lecvA’cry from the fall already described (1814-16), but from 
1818-22 tl].crc was another great fall— ar:<.'0!x]iiig to the index 
numbers of Sauerbeck — a fall from 142 in i8i8 to 100 in 
1822. There was a reaction up to 1815, and then the 
depression of prices was renewed. The general result was 
that the cessation of war was followed by a long period of 
falling prices. 

This fa.ll in prices was ascribed by many to the re-establish- 
ment of the gold standard, and the resumption of specie 
payments by the Bank of England, in accordance with the 
Report of the famous Bullion Committee of 1810, All the 
well-known arguments in favour of inflation were brought 
forward in, opposition to the rex^ersion to the gold standard 
in its old form. Many argued that in effect the war had 
esvablishcd a new level of prices and that it would iJe most 
unjust to resort to the old level. Contracts, it was urged, 
had been entered into which would be vitiatccT by being 
interpreted in terms of the old standctrd. The results of 
this old controversy were incorporated in all the text-books 
on political economy. The rugged arithmetic of Ricardo 

* Of. '' Inflation and the Rise in Prices/' Jiconomic Journal, December, 
1916, and the Statistical Aspects of Inflation ” in the Journal of the Royal 
Stalisiical Society, July, 1917. See above. Chapters IV., V. 
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was traiisiniited into the Ihin lucidity of Mill (in Balfour’s 
unhappy phrase). All this leai-niny, however, had been 
forgotten before tire present war, or rather it was branded 
as academic and tlierefore non-practical. It was forgrftlL’ii 
Ricai'ih.) made a fortune in business, that Tooke v'as a 
great merchant, and that the old controvers}-" on inflation 
and deflation was waged by practical men interested in 
practical results. There can be little doubt, however, that 
the old controversy will again break out after the war, and no 
better preparation could be made than a careful study of the 
great year and the great peace a hundred years ago. 



PART II 



PiiKFATORY Note to Part IL 


The following papers (with the addition of a few notes) 
are printed exactly as they appeared in the Scolsman at the 
dates prC' fixed. Apart from any critical or constructive 
value they may possess, it is hoped that they may be r:seful 
as a record of British economic war policy and of the 
opinions by which it v\c..s guided. As explained in the 
General Introchaciion, thewsiier alone was responsible for 
the papers as published. 


J. S. N. 



CHAPTER I 


THE EFFECTS OF WAR ON GENERAL PRICES 

3, 1914) 

Prefatory Note 

[This article was published the day before the declaration 
of war by Britain. In view of the rise of prices tliat has 
actiiahy taken place we are now iniTined to suppose thiit in 
war-time a great rise in prices is inevitable. Historically this 
is not true. Even in the present war up to the end of 1914 
tlicrc was no great rise in prices — the Econoniisl index 
number rose less than 10 per cent, up to the end of Sep- 
tember, and for the last quarter of the year remained 
stationary. In the United States in September, 1913, the 
index number veas 103 ; in September, 1914, it rose to 104, 
but fell back to 103 in September, 1915. As shown in a later 
article (''Economic Prosperity of \\’ar Time/' see below, 
p. 241) , during the first five months of war trade in the United 
States was depressed. As the war was prolonged and ex- 
tended each of three great causes here examined^ contributed 
witli. increasing force to a rise in prices. Open!}” or tacitly 
the belligerents resorted to inconvertibility. The gold 
extruded into tlic neutral countries raised prices there in 
to^rms of gold. In the belligerents besidi^s incmivertiljility 
there was an extraordinary inflation of credit. Especially 
witli the extension of subnuirine activity the war assumed 
more and more an anti-commercial character and prices 
rose by tlie impediments to supply. If the war had been as 
short as the Franco-German war of 1870-71 and Britain had 
kept out of it, the course of prices would probably have been 
the same as in 1.870- 71, i.e., a moderate rise in the war and a 
boom afterwards.] 
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There has always been a popiilai- idea that war raises 
prices. In the first volume of his great work on the History 
of Prices,” Tooke examined the idea with special reference to 
prices in England in tiie Napoleonic wars. By way of intro- 
duction, he shoves that in the eighteenth century wars with 
higli pi'iccs and wars with low prices were about equally 
divided. He accounts for the very high prices of the 
Napoleonic wars by their specially anti-commcrcial cliai-acU i* 
coupled with very bad seasons. If we look to the course of 
prices in .England during the later wars of the ninetecntii 
century, we find that in tlic Crimean War (1854-55) prices fell 
slightly, in the American C'ivil War there was a co5isid('i*ab]v 
rise in prices, but prices had begun to fa : i before its conclusion . 
In ilie Fram.'o - Herman War (1870-71) tlierc was a slight rise 
during t!u; war, followed by a Very great rise after the peace 
culminating in 1S73. In the South African War prices fell, 
and in the Russo-Japanese War there was a rise. It is cpiite 
clear from this rapid surw'-y of the wars of the past two 
centuries that we can make no simple appeal to experience ; 
we must follow the method adopted by Tooke, and look to the 
different \rays in whicli xcaj-s may affect prices, and consider 
which of tlicse modes is of the greatest importance at the 
present time. Of course, by prices we mean general prices, 
sncli as are indicated by lin) averages of pra.'cs as given by 
the index numbers of the Eamorfiisl or Mr. Sauerbeck. 
Eveiyoiie Imows that, estimated in this way, general prices 
ill England suffered an enormous fall from 1873-95, in 
Sauerbeck s figures from in to 61 — that is to Si5y, general 
prices fell about 45 per cent. Since 1895, there has been a 
continuous liso (with fiii{.*iua.riojis), espr-cially marked during 
the last ten j^ears. From the figures of the last year it seemed 
as if the .fisc had been cliecked. The question is— -What 
will be the effect of a great European war on general 
prices ? 

It is found by economic analysis (confirmed by reference 
to experieiico) that general prices depend on a number of 
forces acting- in different directions. The difficulty in any 
particular case is to select the most iniportant and to balance 
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tlic cffecis. In the present paper tlxree great ransos only 
will be considered, are always of fiindanK^nia! import- 

ance, and at present seem to donihn-ite the situation — namely 
gold, credit, and the volume of trade. 

Since the great disco\'‘enes of gold in Australia and 
California in the 'iifties rmrcenicnls in general prices have 
always been associated with the gold supplies. The fall 
after 1873 was ascribed to the fall in the production of gold, 
and the rise after 1895 has been also ascribed to the enormous 
increase in the output. At first sight it looks as if general 
prices moved simply in response to the decrease or increase 
in the supplies from the mines. It is easy to show, however, 
that the connection between the supply of gold and the 
inovaanent in prices is by no means simple. The change in 
tlie supplies of new gold is only one, and not always the 
most important influence, alcmy observens, for example, 
have been so much struck by the grov'tli of credit that they 
seem to think that an increase or decrease of gold is now of 
no more importance than that of any other staple of com- 
merce. Any form of wealth, they suppose, can be made the 
basis of credit, and credit means purchasing power. 

It is no doubt true that credit-substitutes for metallic 
money are used for the great mass of commercial trans- 
actions, but, as the events of the last week have shown in a 
startling manner, gold is still the basis of the credit structure. 
Even before thci war cj'isis there were signs thlit credit liad 
been pushed to the. extreme, cspecialtyin new countries, e.g., 
Canada, which had been borrowing largely^ from Europe for 
the develop 3 nent of their resources. 

Vvliether we consider gold or credit, or both, as the main 
cause in affecting the a^nouiit of money ” in circulation, 
we must also take account of Vac work to be donb. If there 
are more things to be exchanged then more money is 
I'equired, Or, putting it otherwise, expanding trade could 
not be carried on except at a lower level of prices, unless 
there were a corresponding increase in money '' and its 
effective substitutes. 

¥rii - I these general ideas as guides the effects of a great war 
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on prices may be considered from three, points of \’-iew — 
namely, as affecting gold, credit, and trade* 

As regards gold the general effect of war is to cause an 
exceptional demand, and at the same time to withdraw large 
amounts from effective monetary uses, the gold being 
hoarded in different forms, e.g., in the reserves of banks/in 
war chests, in the coffers of private persons. Probably last 
week the demand for gold was uiiprececlented, whilst on the 
Continent at any rate a good deal vanished from effectiw^ 
monetary use. Tlic relative scarcity of gold, coupled with 
this excey>tionril demand, must (other things being the same) 
tend to pull down general prices. With regard to credit, it 
is (;l)vieiis that the outbreak of war, or even the fear of war, 
is the most powe.rful of all causes in putting a check on the 
expansion of credit and in causing a great contraction. The 
rise of the Bank rate to lo per cent, is the surest sign of the 
strain imposed on credit. Credit is now inte.nnitio.oal, and 
a collapse of credit cannot occur on a large scak^ in any one 
country without affecting all other countries. The crisis 
in credit has been felt as se\'ercly in New York as in Paris — 
more severely, indeed, because in New York credit is more 
highly (and rashly) developed. Here again, then, a great 
war is likely to cause a great contraction of credit, and so far 
a fall in prices such as usually occurs after any great commer- 
cial crisis. 

It may, of course, be argued that if credit is lessened in 
one form it will be increased in others, espec.irdU' by the issue 
of bank-notes. -If, however, tlicse notes are convertible 
into go,kl on demand, the increase of issues, cojnpared with 
tlie destruction of ordinary forms of credit, must be "\'Cry 
smiill. If, for (ixampki, the Bank Act of 1844 is suspended 
in this countrj';, that only means tliat the Bank of England 
may issue more than the statutory amount of notes without 
gold being offered for them. It does not mean that the notes 
are iiic<.)r:vcrtil)lc, or that the Bank will not give gold on 
their presentadon. 

If the notes issued, are really inconvertible — that is to say, 
if the banks, concerned, do not give gold on demand, then 
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there is no limit to the rise in prices in terms of tliesc notes 
except in the limitation of the issues. But under these 
conditions gold itself would also rise in price, or would bear 
a premium, and in estimating the true movement in prices 
the depreciation of the notes must be allowed for. In 
general the issue of inconvertible notes leads to a contraction 
of the credit of the issuing country. 

Tiiere remains the effect of war upon trade, or more 
gcneraFiy on the volume of commodities to be circulated by 
means of the money, whether metallic or credit-substitutes. 
Here the effect is not so obvious. If the war is widespread 
cnongh to seriously check production, then so far the ten- 
dency of prices is to rise. But how far does a great war 
check world's production ? In the parts devastated no 
doubt the effect is clear, but what about ihc parts of the 
vrorld wliicli are not in a state of war ? Are we not told even 
now that Europe's misfortune is America's opportunity — 
that there will be an enormous boom in American trade ? 
This complacent prophecy docs not seem on general grounds 
likely to be fulfilled. If America pours goods into Europe, 
how is she to be paid ? Not in goods, for the very idea is iliat 
less are produced ; and not in credit, for again there is less 
to draw on. 

The general effect of war on the volume of trade would 
seem to be a considerable reduction. There will, therefore, 
be less work to be done by money and money substitutes, 
a.nd ilLcreforc so far prices would tend to rise — meaning, of 
course, g<H;neral prices. -* 

If now wc try to make an estimate of the rcsiijtr.ni 
of these tln'ee great influences operating on general prices, 
there seems to be no doubt that the loss in monody power 
(gold and credit) will more than counter-balance the check 
to production. Production will only be directly checked in 
the area of disturbance — ^in the rest of the world that remains 
at peace things wall go on much as before, except for the 
foreign trade, and all the \voiid over the foreign trade is of 
relatively small importance compared with the horne trade. 

The general concli|.sion, then, seems to be that as the 
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result of a great European war we may expect a general fiill 
in prices on the average. There will, of course, be a great 
disiiirbancc of relative prices hilcr se : some things will rise 
greatly and others will suffer a very great fall, but on balance 
the trend will be downward. If such a general fall of ['rices 
does occur, the sequel must be a fail in profit and an increase 
of unemploy^ncnt, even if the British Empire keeps out of 
the war. If we are involved it is possible that, as in the 
Napoleonic wars, the war may assume an anti- commercial 
character, and the consequent increase in cost of production 
and clieck on the volume of trade may become the dominating 
influences and cause a rise in prices. 



WAR AND PAPER MONEY 


{AltgliSl: l8, 1914) 

In a recent article in the j'iincs it was stated amongst 
other signs of encourageincnt that the country is mil of 
money. The question at once arises — What is money ? 
Tlie standard mf.)ncy of this countiy is gold, and the total 
amount of gold in the banks and in circulation is generally 
reckoned at a little over one hundred millions sterling. In 
Germany, it may be noted, the amount is nearly two hundred 
miili'ins. Besides the gold we have also a certain amount of 
token coins made of silver and bronze. But as the metallic 
\'alue of the silver coins is at present not half the nominal 
\'ahie, the silver in the shilling being perhaps worth hA'epcncc, 
silver token coins are not full legal tender, but only to the 
extent of forty shillings. 

Besides the gold and silver there are also bank-notes. By 
the latest return the notes issued by the Bank of England 
are about fifty millions, of which nearly fifteeii millions are 
held by the Bank itself. In normal times the notes of the 
Bank of J^ngland are also legal tender ext;ept by the Bank 
itself. Tixe Bank must on demand give gold for its notes. 
There are also other bank-notes, issued by other banks, 
but aJl these notes also are merely promises to pay gold on 
demand. Gold is the foundation of the whole System. 

In ordinary times bank-notes, silver, and bronze circulate 
side by side with gold at their full nominal value, and there 
is never any hesitation in accepting any of them. The 
proportion of gold, silver, and notes in circulation simply 
depends on the convenience of the people. People prefer 
a bank note to a large sum of gold, and, on the other hand, 
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for certain payments tlie small cliangc of token is 

required. No one thinks of 11i.e fact that Hie silw^r in lAventy 
shillings is not worth the gold in ha]f-a-so\'e!C‘ig’i, or that 
the material \nlue of the bank-note is dial of th.e paper on 
which it is printed. 

It may piahaps be tliought tliat the bank notes sin?p1y 
represent so much gold retained in the banks, but. e"\'en of 
the Bank of England this is not true. The notes issued cj-e 
in excess of tlie total gold held by th.e Bank, and this gold 
has a very much heavier burden to bear tluiii simply securing 
ihe i'onvertibility of the notes on demand. 

But before looking at this otlier burden it nuiy be well to 
state h,ow it comes that coins and notes can for an indel.i,nite 
]>(.Tiod, if issued under proper :aui(:lii!{‘'r!S. rnainlaiii a value 
so much above their matcj'ial xulue. The a,^s^vcr is simi)]}' 
that th.e value is a scarcity value. In other words, <0’'c.ry“ 
thing depends on the principle of lUnilalion. If silver were 
coined in unlimited (piantitics, the metallic and the nominal 
value would coincide. Accordingly; the coinage of silver 
is limited. The luinting of bank-notes is also placed under 
stringent limitations. Although in essence a bank-note is 
simply a promise to pay, bankers are not allowed to make 
as man)' of .such promises as they please. In ovoiy country 
the issue of bank-notes is placed under A'cry stringent limi- 
tations, though the nature of these limitations varies. In 
the normal case all these methods of limitation in practice 
reduce to securing Ihc inuncilinfc convcrtihiMly of fhe note. 
So long as tlie holder of a note can get from ^the bank 
the c^jrrcspoiiding gold, the note must keep its nominal 
value. 

It is, however, quite clear that wlien say the country 
is full of ''"money we cannot refer to these two hundred 
millions or so of gold and silver coins and bank-notes. And 
if wc rii(.‘<in th.at we have plenty of money to carry on a great 
war in foreign parts, and by money we mean gold, which 
is the only true international money, all the money that is 
really available is the gold in the Bank of England, which 
by the latest return is about thirty Luo iniliions sterling. 
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Tiio Irutli, of course, is not only that there is not enoU;'::h 
nioacj^ to carry on a v/ar, but that there is not enough to 
on the trade of the coniitry on a strictl}:' casli ha si.-.. 
Under present conditions the principal mea.ns of pajnncnt 
is not nione}^ (whether gold or bank-notes), but cheques. 
Cheques are ba, lanced against one another, and tlii^ gross 
total cleared at the Bankers' Clearing House for last year 
was over sixteen thousand millions sterling. It would hn'\'‘e 
been utterly impossible for the business represented by 
these figures to have been carried on by means of cash 
(including notes). 

In this country the curious thing is that whilst bank-notes 
are limited by a cast-iron S3’stem, Vvith regard to cheques 
there is pra(.:i<'ally absolute freedom. A banker may give 
a cliequc-book to anj^bne he likes, and may make any pro- 
vision he thinks fit for meeting the ('Jrcciuos. But there is 
in fact a very serious limit at icu. In the last resort the 
receiver of any cheque is entitled to ask for the corresponding 
gold. If at any moment all the holders made such a request 
and insisted on payment in cash they could not get a 
penny in the pound. But banking, like insurance, depends 
on the average demands that have to be met. 

In normal times the proportion of business carried on 
means of cheques, as compared with actual cash, depends 
simply on the convenience of people. Gradually people 
acquire the habit of making certain kinds of pajmicnts by 
chequ(.g others by bank-notes, others by gold and token 
coins. They take it for granted tirat thes^e different kinds 
of ''currency" are alwcays exchangeable at their nominal 
value, and not one man in a million could estimate even 
roughly tire value of any cheque he had received if all the 
banks were in liquidation. Such extreme illus'trations are 
only of service in showing how the whole of our monetary 
system depends on the convertibility of the different kinds. 
For certain cheques, e.g,, for the payment of wages, actual 
cash must be obtained — gold, silver, or bank-notes. Simi- 
larly of many retail paym.ents. When trade is very active, 
a greater amount of cash is put in circulation . for these 
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piirpcscs. The banks must keep euougti to meet u-c>o 
demands. So far as tlic home country is concerned, there 
ought never to be any difficulty in keeping enough of cash 
to meet the greatest activity in the demand. 

In times of crisis, however, there is a disturbance of the 
normal proportions in the use of different forms of credit 
and different kinds of money (gold, notes, and tokens). 
In the greatest crises of the nineteenth century the notes 
of the Bank of England were above suspicion, and there 
was no run on the Bank to exchange notes for gold. On 
the contrary, people vuiiir-d to get more of these notes 
issued. It must never be forgotten that tlie suspension of 
the Bank Act simr>ly meant that the Bank could issue moi'c 
note's, and not that it (‘.cased to give gold on demand for 
its m .tes. Suspension of tlie Bank Act is a mat ler of infinitely 
less importance than the sioppag'C of cash payment for tlie 
notes or tlie institution of a nioratorium as la.'.gards c!.ie(|i.ir:s, 
wliicli is in essence the same thing. 

The unexeimplcd severity of the crisis caused by the 
outbreak of the present war is shown by the extraordinary 
measures adopted to get over the inunediatc fiiu'incial 
dangers. Without banking, Ll:.e. business of the country 
cannot be carried on. Barter is i!:!}^:‘>sT;k\ Universal cash 
transa.ctions are ccjually impossible. The latest returns 
for tlic Bankers’ Clearing House show that during the last 
two weeks the amount of the business has fallen to nearly 
one-half the usual amount. And yet even in these \veclvs 
the business was. about £175,000.000 — tluit is to say, settle- 
ments of monetary transactions were effected by bankers’ 
ci’cdit tc) tliat amount. It was only natural that the out- 
break of war should put a stop to a great deal of business, 
and some falling off in the business of banks was inevitable. 
And no d(.)ul)t a contributory cause has been the mora- 
torium. People who are accustomed to receive certain 
dividends with regularity will rcoiise how the moratorium 
has diminislicd the number of cheques passing through the 
banks. 

What, then, arc the practical conclusions to be drawn 
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from this examination of the foundations of our present 
s3\stem ? The first is that every effort should be made to 
preserve the convertibility of the different forms of currency. 
In magnitudo by far the most important is the checpie. So 
long as the banking s}' stem remains in effective working order 
there is no difficulty in the interchange of the different 
(‘lieques, but so long as the moratorium is taken advantage 
of by the banks the convertibility of the cheque into gold 
is partiallj.^ suspended. But the essence of good banking 
is to be able to meet all claims on demand. That is the 
reason why bankers’ funds must not be locked up. According 
to tlic old "saying, the banker must know the difference 
between a bill and a mortgage. It is no use saying that if 
time is allowed a bank can fulfil its engagements. Invest- 
jnent for long periods is not banking. In banking tlie time 
of payment is the very essence of the whole business. The 
real meaning of a moratorium in banking is partial or ^ 
temporary insolvency in the literal sense of the term. The 
less advantage is taken of the moratorium so much the 
better. It is only justifiable as a temporary meavSure under 
urgent necessity. It is injurious to the whole credit system 
of the country. Bank-notes are not so important as cheques, 
so far as tlie volume of monetary transactions is concerned 
under normal conditions, but they are of increasing import- 
ance in times of difficulty. For internal purposes they can 
be'^niade compulsory legal tender, and by the mere decree 
of the Government they can be made inconvertible. In 
the great bb^.poleonic wars Bank of England notes were made 
incorA’ertible. The Bank was not allowed to give ouj: gold 
for its notes. So long as the notes do not become depre- 
ciated— that is to say, as long as a one pound note has the 
same power of purchase as a sovereign — no harm is done. 
But all history shov/s that inconvertible notes do in general 
become depreciated. And the worst of it is that, like an 
insidious disease, llie evil becomes deeply seated before it 
is discovered. 

The only way of prevention of the depreciation of bank- 
notes is strict limitation of the issues. Th,e surest and 
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safest metiiod of limitation is immediate and easj’ converti- 
bility. TIk; new issues of one pound and ten siiiliiiii:;' notes 
are made at the Bank of England, but they 

are irisuecl by the Treasury, It is reported that the ten 
shillirig notes are to be issued by the Post Office. If this 
is the case, the provision for convertibilitj' at the Bank oi 
England does not seem very effective. A great n-a.ss might 
be sc.attered up and down the country before any effective 
deTUiirid arose for conversion at the Bank of England. But 
if too many arc issued, in time they will be presented for 
conversion ; and if the Bank fmcls it inconvenient, and 
is authorised by llie Governmeut, it may refuse gold, and 
the notes bi'coine at once in the strict sense inconvertible. 
In S('Oila.nd and in Ireland we lui\'e already one pound 
notes. In Englamd we cannot expect that all at once peo]>le 
will begin to take the new notes in preference to gck;l. If 
the hanking sj'stem remains sound, the same proportion 
of business will be done by chccjues, and except by the 
displacement of gold in circulation there is no room for a 
great is.sue of the now notos. If too many are issued, tliey 
will be exclianged for gold or become incoin'crtibkc No 
iiulicalior. lias been given by the Government of any prin- 
ciple of limitation of the new issues, or of their immediate 
uses. If lliey are used for tlie necessary cash payments by 
tiie State, the need for limitation is all the more pressing. 
It is not the immediate effect that is to be feared, but tlie 
cumulative effect of successive issues. 

luirtunately yi tliis country, since the conclusion of tlie 
Napoleonic wars, we have had no experience of the evils of 
dejjreiaated ciiiTency. If people only undci’stood that 
dc'preciatioii means a rise in ])rices, and the greater tlie 
depreciation the greater the rise in prices, they would thinlc 
that depreciation ought to be avoided even at the risk of 
cnir^r-iderabk: inconvenience. Once the safeguard of con- 
vertil)i]ity in the .strictest sense is abandoned, it is difficult 
to observe any effective principle of limitation. If the 
now; notes are taken up readily in England, and if they dis- 
place gold from circulation, a large part of this gold ought 



WAR AND PAPER MONEY 


179 


to be kept as a reserve to ensure convertibility. The Govern- 
ment has nndC'-taken in those days altogether exceptional 
functions by way of guarantees to commerce. The first of 
Governmental gnarantees ought to be c. gainst the deprecia- 
tion of the currency. If piices are kept on the gold standard, 
it lv)oks as if there would be no very excessive rise , but if 
prices come to be measured in incon\'ertih]{' notes, there is 
no limit to the rise except in tlio limitation of the issues. 

As shown in Chapter V,, p. 95, for the first five months of war prices 
rose very little, but with the continued inilation of currency and credit 
there was a progressive rise in prices. 



CHAPTER III 


THE SINEWS OF WAR 
[Aligiist 27, 1914) 

E\M£Kvri()i)V knows the sajdng that money is the sinews 
of war. E\'e.rybody knows that in war a nation spends its 
blood and its treasure. They'liave a horribly clear idea of 
the .meaning of the blood, but what do th.(.‘y mean by the 
nion-ey or the treasure ? 

In old times treasure meant literally gold and silver — 
more especially silver — ^wliioh was universally the principal 
money before gold. The discovery was soon made that the 
greater the treasure so much a greater amount of the blood 
of the enemy could be shed. Soldiers had to be paid, and 
war materials purchased. Every feudal Baron knew the 
value of treasure as a means of shedding blood. So did every 
free trading city. In lime, as the idea of nationality was 
developed,, treasure came to be considered as one of tlie 
principal supports of national power. During the seven- 
teenth and eighteenth centuries the policy of Europe was 
doininatcxl by what is called the mercantile system. The 
real original aipi of this policy was not the increase of com- 
merce, but the increase of national power. It was taken for 
granted that tlie more money thegreator tiu-power. If any 
country did not it self produce the precious metals, tlie only 
Wi:iy to get them was by trade. And the only way to keep 
tli.em was by a favourable balance of trade. That is to say, 
the exports must always have a greater money value than 
tlie imports, so that this favourable balance might be paid 
in money. In the course of time* the original end of national 
power Vas lost sight of in the means. By a confusion 
behyeen wealth, and money a favourable balance of trade 
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came to be regarded as the measure of the advantage of the 
foreign trade of the country. All our commercial policy v/as 
directed with this object in view. Trade with France was 
crippled, because the balance was urifa^'c.cariible ; with 
Portiigab trade was encouraged because the balance was 
favoi-irable. The original aim, however, w;is never lost sight 
of a,lt(.)getlier. People thought that a plentiful sii]:)!')ly of 
riie.iicy was necessary for war. The less rzii'nicy the enemy 
could get so much the better. To keep money out of France 
was to weaken our traditional enemy. i\dam Smith, 
althoLigli himself one of the strongest upholders of nation- 
alism (and even of imperialism), shattered tlie idea that 
national power was to be obtained by a set of favoir\cblr- 
money balances with all sorts of countries. LilcraHa, he 
destroyed the notion that treasure ought to be a.cciumilatc'd 
in times of peace for purposes of war. He conlirmed his 

reasoning by reference to the wars of his own <.‘ountry 

eigiitecmtli century was full of wars — and he showed in 
particular that all the treasure in England, including the 
private plate, could not have sufficed to carry on even one 
of these great wjirs. 

But if in the eighteenth century wars could not be ca.rried 
on on a simple cash basis, .still less is it possible in the twen- 
tieth. For certain payments gold may be necessary, hence 
tlie use of the Continental war chests , but of the total 
expenses only a small part can be met in gold. Are wc, then, 
to say that money is no longer the sinews of Avar, just as 
flint-locks mid smooth-bore cannon are mo longer the 
weapons ? 

On the contrary, we know that at present money is looked 
on more and more as the sinews of war, and that the. expendi- 
ture of money is a necessary preliminary and accompani- 
ment of the spending of blood. The groat national debts of 
the world haA“c for the most part been accumulated in times 
of war. In this country we are still paying for the wars that 
saA^'ed Europe from Napoleon, not to mention the wars of the 
eighteenth century AAfliich gained (and sometimes lost) 
colonies and dependencies. In their origins these national 
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debts meant the provision of money for the actual carrying 
on of the wars. 

In the present war everybody knows that we sliall have to 
raise money ” by taxes and borrow .moneys ” by loans. 
We are also encouraged to believe that our money power is 
stiTjnger than that of the enemy, and that finance will play 
a great part in securing \'iclory. But we are aiunys thrown 
back on the question, '' What is the money ? Where is it to 
come irom ? Probably some people have still the idea 
that hy money we mean gold and silver, es|)ecia.lly gold, and 
iliat hoarding gold is specially unpatriotic, because the 
GovcM'inneut wants all the gold it can lay liands on. But its 
a matter of fact, gold forms only a small part of modern 
money. The great commerce of tlic country is carried on 
not by means of metallic money, but by means of credit in 
\airious forms, cspeciedly bankers’ credit that is operated on 
by cheques. 

The term bankers’ credit suggests a delightful elasticity 
compared with treasure in. the old sense. It cr>st,s as much 
in labour and capital to get out of the earth an ounce of gold 
as it costs to get five or six tons of the best stearii coal. But 
the banker, it seems, has only to make a judicious use of the 
three '' R s ” to make as much money as he thinks fit, and to 
lend it to other people just as if it were the real thing. All 
tliat is needed, it seems, is confidence. Tlic word credit 
itself means belief. If people believe in the bank and the 
bank ]:)elicves in tlie people the thing is done. On the out- 
break of tiie pTesent war the Chancellor of the' Exchequer 
appealed to the Press to appeal to the people, to keep calm, 
t*;- go on trusting the banks, and the banks would pull them 
(and him) through. Nor was the appeal unnec'/'ssary or 
unreasonable. Tho belief side of credit is always of import- 
ance. Scnnc'limes there is too much of it, and the awakejiing 
from the confidence is a commercial crisis. Sometimes, as 
on our declaration of war, there is too little, and peo]dc go to 
sleep and dream nightmares. Willioiit meta.phors, the out- 
break of war made everybody uncertain of the iiitiirej, 
and uncertain even of the past. New contracts were 
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checked, and the old were .put under a inoratoriuin. 
Thei'e can be little doubt that part of this iiaceri.ainty 
was ill-founded, as in the case of the people who began to 
hoard gold and food. But no doubt also, coiiiidence 
was riglitiy shaken, and with it the credit system, and 
es])eciidly the banking system of the country. 

But in any case, belief or confidence is only one elcancnt 
in bankers’ credit. All this bankers’ credit must rest on real 
wtialth if it is sound. The simplest form of bankers’ credit 
is tlio bank-note, and the banker must be able to meet on 
demand the claim for gold. The notes are based on giild. 
But almost any form of wealth can be melted do^\'n into 
bank money as an old winter has it, or can be made directly 
or indi;rectly th.e basis of bankers’ credit. In Berlin, on tlie 
outbreak of the war, the State apparently became a kind of 
gigantic pawnbroker, and allowed people to get a kind of 
notes to half the value of almost any kind of property wliicli 
they liked to pledge. Even in normal times, the banks in 
German}^ are directly mixed up vcith industrial concerns, 
just as were the Scottish banks in their origins, e.g., the 
British Linen. In this country, however, bankers’ ci'edlt has 
come to be confined Vvdthin more narrow limits so far as the 
banking proper is concerned. Yet even in this country, 
wliat is good enough banking security in times of peace is 
not good, enough or to the same degree in time of war. 
Accordingly, on the outbreak of war, there is naturally and 
inevitably a contraction of bankers’ credit. Here is the 
disadvant^ige compared with the old kind of treasure, which 
wa,s real metal and not fairy gold. 

But we must not rush to the extreme of supposing that all 
or cA'cn a considerable part of the bankers’ momiy is fairy 
gold and will disappear. Bank money, like gold mor-ey, is 
properly a means of exchange. The banking system is part 
and a most essential part, of the mechanism of exchange. 
Production in the narrow sense cannot be carried on without 
excluinges of all kinds. Trade proper is part of production 
proper. The thing is not finally produced until it is in the 
hands of the consumer. Without banking in a modern 
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industrial country iroide and production must come to a 
standstill — if there is a partial stoppage of tiro banking there 
is a partial stoppage of industry. 

When we say that bank money, like gold, is only a medium 
of exchange we must remember that exchange covers 
practically the whole of the economic acinn/ilics of the nation. 
We get, for exarnpU', exchanges of present values against 
future A'alucs, which brings under exchange all tiie \'ast fields 
of the investments of capital. We have the exchange of 
distant goods with near goods, which brings in th,e \'ast ihdds 
of foreign tnuhx As regards foreign trade, London is the 
clearing house of the world. The bill on London is the rhii^f 
form of internati<uu:l currency. 

The same eccmomic i)rinciple a.pplii'S U) all kinds of monev 
considered as media of exchange, whether they are nuide of 
bronxe or silver, or gold or bits of paper. They fulfil their 
functions perfectly if tlxc exchanges of ser‘\ices and com- 
modities of all kinds, present and future, are i'ffccted without 
friction or delay. If people once begin to bargain and chaffer 
over the kind of money they are paid in, if they find one sort 
is not SO casj^ to pass on compared with the other sorts, this 
means that tlie first sort is partially inconvertible, and as a 
medium of exchange has lost so much of its virtue. 

TIic great safeguard against monetary friction is to hold 
fast to the principle of convertibility into gold. The London 
money market has gained its supremacy because, as the say- 
ing is, it is the only free market for gold. 

All the world, over, however, there has recently been a 
growth of laxity in the observance of this principle. Bank- 
notes with us, so long as tlie law is kept, are absolutely secure. 
It is to be hoped, the law will still be kept in spite of the 
temptations in time of war to resort to inconvertible paper 
as the simplest means of getting so-called emergency 
currency. 

I'lie other forms of bankers’ credit are of the same nature 
as the notes, but instead of excessive rc-gulatioii there is 
excessh’e freedom. The consequence is that in this country 
especially the econom.y of gold has been pushed to an extreme. 
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Ever since Bageliot wrote his '' Lombard Street/' nearly 
forty years ago, eminent financiers, e,g., Lord Goschen, have 
given s()!eniri.‘war.niDgs of the inadequacy of the gold reserves. 
It is from the banking point of view that the accumulation 
of treasure is still said to be of nationa .1 importance. Accord- 
ing to a recent calculation the total deposits in the British 
great joint-stock banks is about one thousand million 
pounds sterling, and against this on the most liberal cslitiiaie 
there is about 10 per cent, of gold. If the amount of gold 
were doubled it does not follow that the security of the 
bankers’ credit would be doubled. The mere piling up of 
gold in the \''aulis of a bank is not enough. Wlnt is really 
wanted is the pro\;isioii of means by which as llu' fund is 
dc'pleted it is reiKnved. We do not want a cistern full of 
gold inonc^y, but a nex'cu'-failing stream to draw upon. 
Germany in ordinary times has a much, larger a,moi.i.nt of 
gold in its banks than is the case in this country. Yet the 
deposits in the Gennon credit banks are only about lialf the 
deposits in our joint-stock banks and the Bank of England. 
But if we look to the record of the imports and exports of 
gold we find in general that if our cistern is not half so full 
our flow of gold is very rnucli stronger. In 1912, for example, 
to take the latest return that happens to be at hand, Germany 
exported some £7,000,000 of the precious metals whilst oi.ir 
iigurc was some £65,000,000. Similarly, as regards imports, 
Germany had some £16,000,000 to our £76,000,000. People 
often forget that the object of a gold reserve is to be used as 
occasion 3 ;equires. , • 

It is time to return to the main position. ]\I<:»n(‘y is still 
the sinews of war, because even in war, although T;here is 
mucli seizure of property and much enforced labour, still for 
tlie most part we have to rely on tlie ])aymci.i.t lor services 
and commodities. The money by whicli these })ayineats 
are effected is to a great extent credit. The country with 
the most efficient system of credit can conduct the business 
side of the war in tlie best manner. 

If tliere is any breakdown in the credit system, there is so 
far a stoppage in tlie exchange of real things and real services. 
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The process is revealed in. every commercial crisis. If 
employers cannot as nsiia] discount tl leir bills or get advances 
from the banks they cannot pay their labour, and they 
cannot got their raw materials. So far as production is 
lessened the real power of the country is lessened. Trade 
is an cxcliange of real things ; the credit is only the means. 
Bankers' credit that does not circulate is as useless as little 
sous in a big stocking. So far as liKiustry is contracted, so 
far tlic trvXpiiving power of the country is contracted. The 
sinevvs of war are dircc.tly weakened. The longer the con- 
tra.ctio5i of industry lasts, so much the more crippled also is 
the future. The: issue of a Go^'ernI■nent loan siniiviy means 
that the ca|)ita.l value of future revenues from taxation is 
anticipated. 

The nation with the best syston of credit can most reaxlily 
('arry on its trade and adapt its trade to new conditions. In 
this country there is no need that, with, the command of the 
sea, our trade should be diminished to anything like the 
same degree as German trade, if the credit system is made 
to do its work properly. Adam Smith, after showing that 
the expenses of a great war could not be met out of accumu- 
lated treasure, showed a.lso that they must be met out of 
real production. And in that way he arrived at his famous 
paradox — ^In the midst of a great war the grciitcr part of 
manufactures may flourish greatly. The sincAvs of war will 
also be strcngtliencd by the strengthening of industry. 



CHAPTER IV 


GERMANY'S ECONOMIC MISCALCULATIONS 
{Scpicnihcr 5, 1914) 

I 

SiNC;'. the outbreak of war we have heard a good deal of 
Germany’vS miscalculations regarding the moral and tlic 
military strength of other nations. Germany never imagined 
tliat this country, which seemed to worship wealth, W('ri]d 
go to war for a scrap of paper, and never imagined that 
I^ussia vroidd strike hard and strike quickly. But the 
greatest of all the miscalculations of Germany, because the 
most far-reaching and fiii'dainentah have been the economic. 
The real ultimate aim of German economic policy^ is now 
■pcrfoclly clear to the most peace-loving Briton. The 
'‘infamous*’' proposal to take the colonies of France and 
the actual invasion of Belgium show clearly enough that 
if occasion had offered the British Empire would have been 
open to a similar attack. We may go further, and say that 
tlie absorption of Holland and Belgium and the weakening 
of France are only steps on the way to the break-up and 
ap])ropriation of the British Empire, or at least of all such 
parts as ’could be comfortably swallowed.' 

Fortunately Germany has revealed her policy too soon, 
probably driven by dynastic and military influences. There 
can be little doubt that after this warning — if Qiily disaster 
is escaped this time- — the enormous resources of the British 
Empire will be so organised as to make any future attack 
by Germany ridiculous. Consequent on the exliaustion of 
the war, and the increase of national antipathies, the 
economic development of Germany must be arrested, whilst 
that of the British Empire will be placed on a higher stage. 
That is the fatal economic mistake of Germany. 
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TIic liaturc and the consequences of this mistake, may 
be made clear by looking at the general trend of German 
economic progress for the last hundred years, and especialiy 
since the great Franco-German war. Tlic dominating ideas 
of this policy have been forcibly expressed in the great 
work by Friedrich List on the '' National vSystem of Political 
Economy/’ of \\hich there is happily an excellent Enghsli 
transkition, Seeing that List died in the year of the repeal 
of our Coni Laws (i8a6), and ih.at his hook wars completed 
about two ye.ars earlier, it may be tlioiiglit that tire policy 
of file “'National System” must by this time be out of 
ikiUr But in fact the policy laid down by List for di:.- 
deia'lopnient of ilie German Empii*c is the policy wliit'h in 
all t's'-waiuials has dominaied, and still dominates, German 
slaicsniansliip. After all, the great ideas by wliich. mitions 
are ruled cannot be changed likt' the fasliions of a garment, 
and a world-policy to be elective must be of slow growth. 
And above all other nations, as List observed, the Germans 
are subject to tlic rule of theories. “ Germany developed 
lierself in a totally different way from other nations. Eise- 
wh(‘rc ihgh mental culture grew out of the evohition of the 
material powers of production, whilst in Germany the 
growth of tlic material powers of production was the outcome 
chiefly of an antecedent intollcctnal development.” Even 
in the eighteenth ccpgnry he shows that the lead was taken 
by the German State Goveninienis in the application of 
ideas. “ Hence at tlie present day (1844),” concludes List, 
“ the whole culture of the Germans is theoi'ctical. - . . For 
the inonKuit the Germans arc in the position of an individual 
who, haA-ing been formerly deprived of the use of his limbs, 
lii'st lea,rn(id theoretically the arts of standing and walking, 
(‘ating and cirinking, of laugliing and W(‘eping, and then only 
proceeded to put them into practice.” Not that the Germans 
have been governed by ideas to the exclusion of the teach- 
ings of history and experience. On the contrary, especially 
in economics, they emphasised the fundamental importance 
of the historical metlmd. Their economists supposed that 
they had replaced the theoretical system of Adam Smith 
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(which they called by the awful name of Smitianismus 
by a px.)sitive science founded on history and facts. They 
were wTong about Adam Smith, who more tlian any writer 
(German or other) referred all his tlicories to the lest of 
experience ; but this is a digression. 

The first part of List's book is entitled the '' History/' 
and deals with the economic development of the principal 
nations. The final chapter of this part (“ The Teachings 
of History ") makes a fitting transition to the leading ideas 
of the remainder. The main conclusions are that iinde- 
AX-lopcd nations begin with free trade with the more de- 
veloped ; in the second stage they tliernselves promote the 
growdh of manufactures, iislieries, and foreign trade by 
means of commercial restrictions. In the last stage, after 
reaching the li.igli.est degree of wealth and power, they 
gradually revert to the principles of free trade and of 
imresti'icted competition in the home as well as in foreign 
markets, so that their manufacturers may be preserved 
from indolence and stimulated to retain the supremacy 
they have acquired. In the first stage (he sa3^s) are Spain 
and others ; in the second, Germany and the United States ; 
France is on the border between the second and the final 
stage of development ; but Great Britain alone at the 
present time (1S44) has reached it. List boldly carried 
tliese historical 1 ideas to their logical conclusion. He agreed 
with Cobden and the Manchester school that the adoption 
of free trade by England \vould be of advantage to her 
manufacturers. He went so far as to say* that England in 
her own interest should ha^'^:' adopted fre e: trade and repealed 
the Corn Laws after 1815. England had a monopoly of 
manufactures, and needed no protection. 

If other nations desired to diminish or share the unques- 
tioned commercial supremacy of Britain they must adopt 
the same methods — that is to say, the methods which 
England had adopted at a similar stage of development. 
They must remember that they were only at the second 
stage, and they must encourage the development of sc^lf- 
sufficing industries by a national protective system. They 
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must follow in the footsteps of England. England had only 
reached the final independent stage after a long period of 
development under a verj^ strong protective s^^steni. of a 
very elaborate kind. England had aimed at the establish- 
ment of a monopoly for her manufactures over the widest 
possible area, and with this object in view all her great 
wars had been — i.e., for the acquisition of new 

markets and the retention of the old. 

In the application of these ideas to the case of Germany, 
List came to some very practical conclusions that are of 
special interest at the present time. The last book in the 
‘‘National System’' (the “Politics") lays down the lines 
which have been followed, and are being followed, in the 
actual development of German commercial policy. No 
doubt there are some differences in detail owing to changes 
in conditions, but anyone vrho reads Inst v/ill be astonished 
at the way in which his ideas have actually been realised 
by Germany, and are still the basis of the German forward 
policy. The guiding clue is imitation of England — that is 
to say, England in her protectionist stage. “ England owes 
her immense colonial possessions solely to her surpassing 
manufacturing power. If the other European nations wish 
also to partake of the profitable business of cultivating 
waste territories, and civilising barbarous nations, or 
nations once civilised that have again been sunk in bar- 
barism, they must commence with the deWilopmcril of 
their own intcrmil manvifacturing powers, of their mercantile 
marine, and of their naval power." This advice is tendered 
sptMnally to Germany. “ If any nation wnate\'-er is qualified 
for the establishment of a national manufacturing power 
it is Germany." Seventy years ago List pointed to ( ierman 
superiority "in education and in administration, to the 
aptitudes of her people for industry and ti'ade, to her skill 
in inventions, and to the vast natural resources of her 
territories in agricultural and mineral wealth. To give 
full scope to tlu^se mental and material productive forces, 
and become a great manufacturing power with all its conse- 
quences, Germany must adopt, as England had done, a 
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protective S3^stcm. She must learn to make for herself all 
important maniifactiircs, and not be content to receive 
them, ill exchange for grain and timber, from Britain. But 
tins was only th(.‘ beginning. Germany must directly import 
from tropical countries the produce she requires, and -pay 
for it vcith her own goods. She must carry on this trade in 
her own ships ; she must protect these ships with hex own 
flag and her own navy. The first step is to make Germany 
strong in itself by manufactures, railways, waterways, and 
the scientific organisation of industiy. She must improve 
on the Englisli example with greater knovcledge, and profit 
by Ihigland’s experience. 

Walliin the German Zollvercin — the great Customs Union 
of wliich List himself (181S) was the chief originator, with 

its internal free trade and its external pai)tv'ction witliiii 

llvis great confederation must be included all German 
maritime territories, and also lloriamcl and Belgium. Tlie 
greater Germany is also to include Switzerland. In fact, 
we have in List all the ideas of Pan-Germanism, with a wide 
interpretation of the word '' German.’' The views of List 
on Holland are of special interest at the present time. 

From a national point of view we say and maintain that 
Holland is in reference to its geographical position, as well as in 
respect to its commercial and industrial circumstances, and to 
the origin and language of its inhabitants, a German province, 
which has been separated from Germany^ at a period of German 
national disunion, witJiout whose reincorporation in the German 
Union, Germany may be compared to a house the door of whicli 
belongs to, a TTulland belongs as much to Gennaiu^ 

as Brittaiy ami 'h'o-iri.'-ocly belong to i'rance, and so long as 
Holland is determined to constitute an indei)(mLlent kingdom of 
her own, Germany can as little attain independence and power 
as F.rance would have been enabled to attain tliese if those 
provinces had remained in the hands of the English.” 

If we look to the development of German economic policy, 
and to tlie actual condition of Germany before the outbreak 
of the war, we see at once a remarkable realisation of List’s 
ideas. In Europe, Germany has become second only to 
Britain in manutacturing power and in shipping, and at 
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least equal in the organisation of tlic. internal means of 
communication and of industry generally. By all the usual 
tests of material prosperity Gcnnaiiy has made astonishing 
progress since the last great war. This progress in wealth 
has been accompanied with similar progress in national 
power. In fact, the production of wealth and its distribu- 
tion have been so organised as to promote the military and 
naval' power of the country. The railways are largely 
strategic, and agiiculturc has been fostered with, the definite 
aim of independeiice as regards the main food supplies. Th,e 
export of capital to foreign States has been discouraged so 
that the national industries miglit first be strenglliciied. 
A check has been imposed on the emigration of the Using 
capital, and the population has slu)wn a remaaivabh^ incrt.‘a.se. 

But, after all, these are only the preliminary stages in tlie 
advance to world power. From tlie Germanic point of 
\“ie\v tire complete ideal of List has not yet been realised. 
Further growth of power is conditioned by an extension 
of territory or of dominant political influence. Seventy 
years ago List compared Turkey to a coi'pse that might be 
held up by the support of the living, and he put in the same 
class the Persians, the Chinese and IIividOi)S, and all other 
Asiatic peoples. What fields could be more suitable for the 
application of the German powers of expansion ? Tlic great 
obstacle was the .British Empire. 

List also contended that Germany ‘‘ should try wiiether 
and how German colonies can be founded in Austi'alia, 'New 
Zealand, or in other iskinds of Australasia. Geiunan emi- 
grants to the United States and other countries in the next 
gtmeration were lost for ever to tlic mother country. For 
the extension of national power Germany must have her 
own Germanic settlements. The right of l]).e English to 
the Continent of Australia on the prini'iide oI first occupancy 
was as absurd as the right claimed by the Popes over tlu^ 
partition of the New World. 

Can there be any doubt that these ideas of List have been 
and are the ruling ideas in German economic policy ? 
Germany aims at being a wwld Power--th.e greatest of 
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world Powers. But everywhere her territorial expansion 
is checked by Britain. In Africa, Asia, Soalki.-E;.)stcr.n 
Europe, and Australasia, Britain bai*s the way to German 
aspirations. Even in Northern Europe, Britain stands in 
the way of the Germanic absorption of Holland and Belgium. 
The galling thing to Germanj^ is that she considers herself 
in all the essentials of national power superior to Britain. 
Britain obtained her world Empire by war followed by the 
monopoly of trade. If, then, Germany is stronger in war 
and more capable in trade, why should she not imitate 
Bi'itain and displace Britain from her supreinac};^ ? 

But in. th.e endeavour to take this last step to^\ a.i'ds world 
power at the expense of the Bjitisli Empire, Germany has 
made tlie fatal misc-alculatio]-) of striking too soon. She 
oiiglit to have pursued longer the methods of peaceful 
penetration, and worn longer the mask of the love of peace. 
Now that it is made plain to every inhabitant of the British 
Empire what is the real aim of German policy, it will be only 
•natural if every method is adopted to thwart that policy. 
Already we hear of the war on German trade, and this policy, 
once begun, cannot be broken off on the conclusion of peace. 
The economic development of Germany will be arrested 
and even thrown back. 
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GERMANY’S ECONOMIC MISCALCULATIONS 
{Scpicmbcr 12, 1914) 

H 

We have become so accustoinccl in r.-'cent 3a\irs to be 
referred to G-ermanjefor Iho latest word in all tlic s( 4 <mccs 
and in all the business of life, that we can hardly bt lieve our 
ej'CS wlien we sec Germany jnahin.i; nr’stadecs of the first 
magnitude. Even now (such is our habit)we find ee>in]>]:nnts 
in some of our own journals that our banks do not follow the 
German metliods in the present crisis. Th,e objt'ct of this 
second article is to supplement the aruient history of the first 
by the corresponding history of the present generation, and 
tlie corresponding application to the inimediate future. In 
the current number of t!u‘ Royal Statistical Jvnnuil is pub- 
lished a paper, read by Mr. Edgar Cm.m.rnond last June, on 
the “ Economic Relations of the Britisli and German 
Eri;piics/’ with the discussion that followed, in which the 
loading experts in London took part. ThroiigIi.out we find 
the saving clause I'ecurring — ''in the absence of war.” It 
is interesting te compa.re this probable forecast, ^nade a few 
weeks before the outbreak of hostilities, under the expecta- 
tion of a long continuance of peace, with the actual and 
probable^resiilts of the disturbance caused by the war. T])c 
contrast brings out veiy clearly the fatal economic mis- 
calculations made by Germany in her policy of aggression. 

To begin with, we may compare Gormajiy Avith the United 
Kingdom, which of course is a very different thing from com- 
pa,ring Empire witli En:pii'e. With this limitation, since 
the great war of 1870-71, and espedally since die accc^ssioi ! of 
the Kaiseic in i-'88. the comparison of economic i)rogrcss by 
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the luctliod of percentages seems greafiy in fa\"oar of Cier'- 
maiiy, and even the absolute returns for important tests are 
also favourable. 

Take first the growth in population. Germany since 1872 
has increased by 57 per cent, as compared with our 
own 42 per cent. The absolute result is that Geriiiany 
by the census of 1910 had about sixty-hve niiilions egainst 
our forty-five millions in 1911. The birth-rate in (xermany 
in 1911 was 29*5 per thousand against our24‘4. Eniigration 
from Germany had on balance almost vanished whilst ours 
was increasing. It is, however, noteworthy that tiie death- 
rate is considciTibly lower in the Ihiited Kingdom, wliich. is 
the i'corv; remarkable inasmuch as Geimanj' has proportion- 
ately a much larger non-urban population. It nia.}' be 
observed, in passing, that the death-rate is one of tlie ])es(: 
summary tests of the economic welfare of the people. On 
balance the population of Germany is at present some 
tv'cnty millions larger than ours, and the disparity would 
increase every year if the present rates had been maintained. 

Th.c distribiitiun of the employments of the peoi)le 
between agricultural and non-cagricultvj'al is of special 
importance. In recent j-cars in German}?’ agriculture (in 
the widest sens(^) has been fostered both by the exclusion of 
foreign competition, and by the adoption of scientific 
inetliods and more intensive cultivation. And yet, in sjute 
of all this encouragement and the corresponding increase in 
agricLiitural production, there has been a steady incrc^ase in 
the impoi^fation of food stuffs. Since 1887 the increase in 
the Imports of foods, beverages, animals, etc., has been mere 
than threefold, and in 1912 the absolute amount was about 
£160,000,000. There has been a coiTesponding steady 
increeise in the percentage of the non-agriculiural popula- 
tion. Germany has, in fact, become a great manufacturing 
Power, and she can only nuiintain her increasing population 
by increasing impiu Lation of food. In the United Kingdom, 
on the other hand, a point has now been reached at wliich it 
will probably be more advantageous to devote more capital 
and labour to the land. Even as it is, j\ir. Row has estimated 
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we v-iisi- (apiirt from s\ip:ar and bcvcra.g(;s) more than half 
oiir total food requirements. The room for agric'.iltnral 
cxpiinsion in (.'lennajiy is not so great as it was, or conversety 
Germany has more need of mamifaouiring expansion. 

The increase in the iiiaiuifaetnring power of Germany is 
also sliown by the great increase in the production of coal 
and steel., and in the growth of particular industries, e.g., the 
textiles. Gerinany has a mileage of raihvays about 50 per 
cent. iriorc‘ tlicUi the Kingdom constructed at a capital 

cost of nearly 30 per cent. less. During the last twenty 
yeai'S t 1 \c gross receipts of tlic German railways ]i.a\’e 
increased by 150 per cent, as (Mnn pared 'svilTi an increase in 
the United Kingdom of some 75 per cent. In Germany 
the inland waterways arc nearly doubht llic' mileage of 
l])e iKi.\'ig:\bl;.' waterways of the United Kingdom, though, 
it sliould be remembi'rcd that our coast^^ise traffic is 
\X‘ry much grcatcnc In Germany the dex’clojnuent of the 
internal means of communication (notably has 

been under the direction of the State. As a crms<.‘(]u.ene.e 
not only have nhliia.ryre(|uireni(‘ntsalwaysbeen CvnuMrivd, 
but attention has been paid to the genera! distribution of 
industry. Railv'ays and their branches have been con- 
structed so as to put the agricultural East more on a footing 
with the manufacturing West. It is possible that with less 
favour to agi'iculturo Germany ^vould by this time have been 
even to a greater extent a maniifae'tufing Power. 

The principal I'esnlt of this conjpari.so]i, not to mention 
the Jc^'Ci(^pineai of shipbuilding and navigatiTO, is that 
Geniauiy h,as become more and more dependent on foreign 
trade for lu.u* Inturc cxpaii.sion. No po.ssiblc deveLipment 
of her a.giicultural industries could suffice, to carry off her 
inci;ea.siijg manufactures. Even if the agri( iilturists could 
manage to support the increasing city population this could 
only be done at a greatly increasing cost, which of itself 
would check tlu: manufacturing expansion. At her present 
stage of de\a;:Iopment foreign trade has become as vital to 
Germany as to the United Kingdom. 

That this^is no theorcrical conclusion may be shown by the 
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actual increase in recent years ot German foreign trade. 
From the accession of the Kaiser (188S) to 1912 the imports 
into Germany for home consumption iucrease«l alf^^olihcly 
by some £370,000,000, whilst in the United Kingdom tlie 
increase in the coiTesponding imports was onlv some 
A similar increase (iiiongli relatively not so 
great) is shown in the German exports of liome pnu]u<'ls. 
Tlic result of the comparisons as regards foreign • tmde 
is that, taking imports and exports together (and ex- 
cluding re-exports), Germany has already nearly caught 
up the United Kingdom, and ihre-atened, had peace con- 
tinued, to get in front in the course of the next live or six 
yea.rs. 

Tills general dependence of Germany on foreign trade 
acquires still greater significance if we to the trade with 
tlie principal countries. Nearly 40 per cent, of the 
foreign trade of Germany before the war was with her present 
imernic.s — I’lussia, France, and the British Empire. Since 
the beginning of the present century the amount of the 
foreign trade of Germany with Russia and with France has 
about doubled. These two countries now account for about 
a fifth, of Germany’s foreign trade. 

The trade of Germany with the British Empire is nearly 
as great as her trade with Russia and France combined. 
Some features of the trade relations of Germany v/ith, the 
British Empire are of special interest. In the first place the 
United Kingdom is a more important market to Germany 
than tlie Uitter is to the United Kingdom. « That is to say, 
Germany sells to us more than we sell to Germany. This 
apparently unfavourable balance is settled largely tlie 
indirect trade of Germaiw and by her imports from the rest 
of the British Empire. 

Tlie economic iinpcrtanoe of the British Enqiire to 
Germany becomes still more clear if we look to the nature of 
tlie trade. Germany obtains from the British Empire an 
increasing amount of food and raw materials tliat are vital 
to her industries. Even tliis eniimeratiori does not complete 
the advantages that Germany derived until the outbivak of 
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the war from the British Empire. The new countries of the 
woiid, both in the British Empire and elsewhere, have been 
largely de\T*loped by British capital. Cicnnany in com- 
parison nas used her capital to a mia-h greater extent at 
home. But Germany has sliared with the rest of the world 
ilie advantages of tiie development of these new countri'cs. 
Tire growth of German manufacturing power Iva.s been largely 
dependent on the external invostmeiits of British capital. 
If as the rrsuh of a prolonged war the foreign investments of 
British capital are much lessrmed, the indirect loss of 
Germany will be very great. 

Tiie general result is that at the present stage of her 
economic development peace was of special importaiu'c to 
G(‘rniaijy, and most of all peace v'itli, the British Empire. 
Every year of peace increased the economic autl I'I'e !n:liia.i'y 
power of Germany. On the other IvaimI, with the e.ontinii' 
ance of peace tli.e effective organisation of tlie Britisli Empire 
was being deferred from year to year. Tla* chief result to 
Cnainauy of tlie great Franco-German war was the t‘!ti!srC;di\- 
tion of the Slates that now form lliO German Empire^. It 
is <|nite, possible* that one of the principrd results of tlie 
present war will be a <-orresp{.ii(ling r(>n.^o]idalion of the 
British Empire. 

Before the war Germany had acquired a Colonial 

Empire of over a million square miles in area, or about six 
times the area of Continental Geririan}^ It is true the 
European po]>ulation of tliese colonies was only about one- 
fm-tielli of a irfillion, but there were about twek'e millions 
of natives. It is said that Togoland (already lost) was the 
only unit that was >e!>snni):j:-! ing. Germany had quite 
(‘Uiviigh of territory to practise the art of colonial goc'ern- 
mciit and development. It is obvious that as regards colonial 
expansion the waiting policy was the best for Germanjx 
Time also mlghi lun'e enabled Germany to realise that her 
military morality was not suited to the extension of overseas 
domiiiiciii. ^Vliai State in the British Empire, if the free 
clioice were offcix-dl to-morrow, would put itself under 
Germiui rmlitarisrn ? Not one, as the present crisis sliows, 
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but would resist the transfer to the utmost. Not one veovild 
kill Britain to make German)’ king. 

The German military morality is indeed altogether uns;iit- 
able for a.ny sound economic system, as Germany will find 
to her cost. The wages of nations, like the wages of \vorkcrs, 
are higlier in proportion to the trust imposed, in them. Good 
faith is an essential to economic as good discipline is to 
military efficienc);’. National discredit spreads to the indi- 
\adi:ails that make up a nation. The German statesmen 
appear not only to have paid no regard to the far-off interest 
tha.t will be exacted by the civilised world for tlxcir barbarism 
in Belgium, but tb.ey do not appear to have realised the 
immediedc burdens that the war will throw on the Gcrmcji 
neo]de and the reaction of the economic depression on (lieir 
militaiy })ower. 

We do not obtain from Genmin sc.rurces much information,, 
decorated or undecorated, on the economic effc'cts of the 
war in Gennan)-" itself. But enough has leaked throiigli to 
sl.iow,, as might lia\''c been a.nli<‘ipalcxl, that the stoppage of 
foreign trade has been associated with a large increase in 
nnfinplovniont in spite of the mass of labour diverted to tlie 
war. It is of course the poor who are already suffering most 
severely. A gigantic scheme of State insurance against 
unemployment is ■vo-^r being organised, says the Socialist 
Voncaris, under the spur of necessity. Under present con- 
ditions insura.ivco is hardly the rignt word. But the fact 
remains that tlie imemploycd and their dependants and the 
non~com1^)alants and their dependants must be supported, 
and if wages cease the State must step in. In tlic meantime 
tl'ie stoppage of food imp!>ris must also raise prices. Tlie 
GijWrnment has adopted the nsiia ■ and simpje plan of fixing 
prices, but it is difficult to see liow the rates edn be main- 
tained in tlie face of the enormous issues of inconvertible 
notes, which it is reported in the Econouiisi are already 
depreciated over 20 per cent, even in Holland. It is said 
that the \^arious nranicipaiities are to advance loans on all 
kinds of securities.. These advances must also be made in 
paper. To meet the scarcity of money notes are to be issued 
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oi nominal value of a marl: and half rnnrk (shilliisg and 
sia! TI ic onlj' possible erfcc'l: of tricse measures must 
be a further rise in prices. We used to be asked to admire 
the mass of the deposits in the German Scivings banks, which 
before tlie war were estimated at about a timusand millions 
sterling. A time of war is a time of need. How are the 
sa\ings to be witl-drawn ? The funds are very generally 
invested in mortgages on lands and houses, mostly for long 
p/?riods. Tl:ie only alternative is more inconx'ertible notes, 
and tlie sa\'ings must be paid out in de])rev’iatod paper. How' 
long can the German people be brought to bear the suherivfgs 
thnt undinlic this contrartion of employment and expansion 
in piiec-s ? Adam Smith said that in his day, amongst the 
ci^i]ised peoples of Europe, it was commonly co'mprded that 
a mition could not support more llr\u um'-lumdredth part of 
its inhabitants as soldiers without being ruined. Since his 
day the powers of pn)dncti;»n have increased, and no d<’)uht 
a greater siir])lus is available for the luxury or the necc'ssity 
of war. But the pcTcenlage of those employed in war has 
als!) risen sevenfold, the expense is m.aviV times grr-ater, and 
economic cxliauslion must come all the sooner, and far 
:-.o. )niT in Germany than in the British Empire. 



CHAPTER VI 


BRITISH CREDIT AND WAR FINANCE, 
{Sepievwey 28, 1914) 

The Chancellor of the Exchequer called attention recently 
to the importance of the financial strength of this country 
as affecting the conduct and the final result of the war. He 
said that in this matter of finance it is not the first hundred 
millions, but the last, that counts. Germany might get the 
first hundred as easily as Britain, but Britain had far greater 
staying power. Even in war fi mince it is better to think in 
millions rather than in hundreds of millions. Germany is 
finding at this very time that even the first hundred millions 
is not an easy matter, and we are still proceeding with ten- 
tative borrowings for short periods. As regards the last 
hundred millions, the facility with which it may be obtained 
will be conditioned by the numbers of the previous millions, 
and by the methods by v/hich they have been obtained. 

The Chancellor illustrated his point by reference to the 
great Napoleonic wars. He said that the strongest of the 
allied forces against Napoleon was the power of British 
finance. Pc did not say that the managranent of British 
finance during that period was, to put it shortly, very bad. 
Such was the opinion of Ricardo, who was the leading 
aufliority of the time both in the theory and in the practice 
of finance. In business ability and in the amassing of a 
large fortune he left his contemporaries of the Stock Exchange 
far behind ; as an economist in money taxation and finance 
Lis reputation is second to none. Such also was the opinion 
of Sir. Gladstone, as expressed in his great Budget speech 
of 1853. Mr. Gladstone's opinion is of peculiar interest at 
tlie present time. The year after the end of the^war (i8i(3) 
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the amount of the National Debt was Si6 millions, and 
}dr. Gladstone ernpliatirally stated that our debt need 
not at lliis moment (1853) have existed if there had been 
resolution enough to submit to tlic Income-tax at an earlier 
period of the war/' He showed that from 1806 to 181.5, 
during whii/i. period theineomo-tax was in force, the country 
actually raised seven millions sterling a year more tli.an tlu:‘ 
charge of iho. Government and the charge of the war to 
boot ! This yearh" surplus (apart from tlie interest on debt) 
of revenue over expenditure was ascribed to ilio pmduc- 
tivity of the iLiCome-lax. Gladstone went on to show 
ihiii a fiscal reserve is not one whit less iirip(.! t;;i-.i than an 
Army Reserve or a N:ivy Reserve, ' and he found sucli a 
fiscal reserve in the income-tax, “ with, which, judiciously 
em])loyed/' he said, '' y(ui may again, if need be, defy the 
world/' Unfortunately, tlie im'.oine-tax lias been rai^-vd 
recently in times of pcxici' to what usc^d to be regarded as a 
war levod, and its producti^’ity has been diminislied by 
abatements which Mr. Gladstone wei/d never have admitted 
on the ground that they would destroy the '' efiicary of this 
great engine." 

This extraordinary misadw-nlure of the accumulation of 
a great addition to the National Debt when the revenues 
(ilianks to the income-tax) were so much in excess of expen- 
diture was due to popular delusions shared by the Govern- 
jiu.’ut about the necessity of keeping up tlie credit of the 
countiy. It is not necessar}^ to tell again tlie story of the 
iriisma.nag(Tnei>t of the public credit. In the ,Xai)v/k*(/ruc 
w'ars ihc. tax-paying power of the country wus not increased 
by tlie Government's attempts to bolster up its credit by 
a. ridiculous sinking fund. It was cotton, not credit, that 
saved the situation ; or more generally the nianufactunng 
and trading power of the country. 

Tilt.' present financial position is certainly the most curious 
that was ever experienced in this country. It may be worth 
while to try to explain the essentia,! features of the situation 
with a minimum of technicalphraseology, but it is impossible 
to write of any moiietarj' crisis witlioiit some reference to 
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the Bank of England rate. To tell the full meaning of the 
Bank rate, and the causes and the interpretation of its 
m<.)vements, would require a book and a Bagehot to write 
it. The Bank rate may be taken as representative of the 
rate of interest charged for money for short periods on 
appro\’ed banking security. Qf course there are endless 
variations in the kinds and conditions of loans of money, 
but as a rule with a low Bank rate other forms of interest 
are lower than they would be otherwise, and conversely. 
Apart from Governmental intervention, the rate of interest 
depends on the demand and supply of loanable money. In 
liie prolonged depression due to failing price.s that reached 
iluir lowest twenty years ago, the Bank rate remained at 
2 per cent, for two years, 1894-95. On the other liand, 
we find that in years of crisis, when everyone wants money, 
the rate rises, it may be, even to 10 per cent. Ten per cent, 
may be said to mark a very high financial fever. In the 
great crisis of 1866, which began tliroiigii the failure of one 
great financial house, the Bank rate was actually 10 per cent, 
for ninety-six days, and it was 7 or 8 per cent, for 
another ninety-six days. In the Baring difficulty (1890), 
in which a crisis was evaded by combined action on the 
part of the banks, the Bank rate only readied 6 per cent., 
but in the American crisis of 1907 the rate rose to 7 per 
cent. Generally it may be said that a high Bank rate is 
a sure sign of a great disturbance of credit. The Bank of 
England rate is regarded as one of the best signs of the 
state of oredit, not only in London, but aH the world over. 
If there, is no great rise in the Bank rate (as in most 

people think that any threat of fmanc'ial difficulty has been 
neutralised by being taken in time. 

On the outbreak of the present war the Bank rate promptly 
rose to the occasion. For the first time since 1866 it rose 
to TO per cent. It rose to 10 per cent, on Saturday, August i. 
But there the analogy with 1866 broke down. It only 
remained at 10 per cent, during the prolonged Bank Holiday. 
On Thursday it was down to 6 per cent., and on Saturday, 
August 8, to 5 per cent., and in spite of tl\c war it has 
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riviiiained at 5 per cent, ever since, and a reduction is 
expected. And yet last year, in the height of peace, the 
rate was 4| per cent.; and 5 per cent, is nothing 
nniisiial 

How Ihen was the crisis got over so quickly ? Or is t1i.e 
Bank rate no longer the measure of the state of credit ? The 
answer is that the crisis is not over, but that the Bank rate 
has ceased to be a register of the crisis. The reason is tluit 
in former crises there was a minimum of Governmental 
assistance and intervention, whilst in the pi'esent crisis the 
influence of the Government has been o^'erp‘.:)^ve^ing. 

According to the old explmiation, a crisis arises wh.en a 
number of merchants have, or expect th.e 3 ^ have, a 
difficulty in meeting their engagtsuenls. It is this difhcnlty 
that makc'S the strain on credit, and causes tlie exrrptionaJ. 
dcanand for moiiejx But last August ilie crisis was pronipily 
stifled by the Govenunent simply saying in the extended 
language of the moratorium, '' Don't meet your engage- 
ments." Postponement, of course, was the word, but in a 
crisis postponement is eveiything. 

Tills measure did not exhaust the prudent benevolence 
of the Goverinuent. Money was wanted, therefore the 
Government printed more money. One pound notes and 
ten shilling notes were issued by the Treasury, and postal 
orders for much smaller sums were made legal tender. By 
the moratorium any bank that liked need not payout money 
on deposit or current account, but if it wished it could 
borrow some of the new paper. By a later device the banks 
need not even take a loan of the notes, but could obtain 
a certificate to the amount they required, and onty pay when 
the money was really used. 

Nor was this all. The Government directed the Bank 
of England to discount approved pre-moratorium bills, and 
guaranteed any loss. And here also by a later aniendmerjt 
the guarantee was made more effective. Not content with 
thi'se eiK'ouragoments to trade, the Government undertook 
a scheme of marine insurance. When the Government had 
shown the waj’', and the Na\y had shovai that it was a Fleet 
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very much in being, the ordinary insurance people began 
to take war risks. 

When so much was done for banking and for the high 
finance of trade, no wonder that other interests began to 
think they ought to have a share in Governmental assist- 
ance, espccijilb/ if they could show that public credit was 
apparently involved with their particular interests. A 
demand has been made on behalf of the Stock Exchange 
that the Go\'‘ernment should guarantee the banks against 
any loss by their loans on Stock Exchange securities. In 
the meantime it appears the banks cannot legally force 
sales of securities till after the war. As yet this demand 
for public assistance has not been granted, and it is to be 
liopcd that the banks are not so much committed that Ihey 
cainiot help ilicmsclves. Banking business ought not to 
have been conducted on the supposition that European 
])ea.ce would never be broken after all the warnin.gs of recent 
years. The London Stock Exchange is itself trying to save 
the situation by fixing piriccs for trustee and similar securi- 
ties. This action is to be commended if it is intended to 
be an emergency measure, taken to facilitate the rCvSumption 
later on of ordinary business. If, however, the intention is 
to keep up the price of Consols so as to facilitate new issues 
it may be good form, but it is not good business even for 
the Government. The price of Consols must be governed 
by the rate of interest, and the rate of interest cannot be 
fixed by any recommendation of the Stock Exchange. 
Suppose, howcA'cr, that for the time the price of Consols 
is kept up, or even rises, and that the Government,j^is able 
to borrow tlie. first hundrc'd millions at 70, when the natural 
market price would be perhaps 65. In time the market 
price must pre\’'ail, and the next liundred millions in com- 
petition with other investments may have to be made at 
tlic market rate for similar securities. When the Chancellor 
of the Exchequer comes to that last hundred millions he 
may find that the continued fall in Consols has created a 
prejudice against that form of security, and the issue may 
be made even below the true market rate. The, continuous 
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fall in Consols during recent years has sliown that the 
j)reiiiier security is subject to the action of general economic 
forces. 

The credit of the British Government is no doubt greater 
than the credit of Germany, but it is not unlimited. If it 
is used for any one purpose there is so much, less for otln'r 
purposes. The ultimate basis of Governmental credit is 
the power of taxation. The borrowing power of the Govern- 
ment would be so much the greater but for the heavy 
incrcase.s in taxation for social reforms. How mucli will 
the ]a;‘ce.n.t guarantees given to the Bank of England cost 
the nation ? In other ^vords; how much will tliey add to 
the National Debt ? The last calculation of the Economist 
is lliirly millions. The interest on tin’s sum will be at least 
a million. Th.a.t is to say, the country will have to pay 
a million a year in taxation in perpetuity. 

The i.ssue of Treasury notes, of which by the latest return 
over twenty-seven millicms are outstanding, is also iMvoliicr 
drain on the national credit. Like otlicr notes, they are 
promises to pay gold on demaud. The convertibility of 
lliese nolt'S depends on the aderp.uicy of Vac gold rescr\'c 
tint is kept for the purpose. Yet, because the GtA'ermnen: 
has earmarked some lo per cent, of gold as a reserve, com- 
plaints are made that the resources of the Bank of Eiigland 
arc so far lessened, and that the credit of the G(.)Vorr.rncnt 
is in itself sufficient security. The credit of the Government 
can no niore provide gold tlian it can provide steam coal 
if th,e niiiieral is not tl.iei-c. The odd thing about these 
eimsgLSjcy notes is tnat, tlioiigh money is to be abun- 
dant, as sliown by the low discount rates, the issue of these 
3i(.>tes goes on increasing. 

This iniiation of the currency will raise prices or kcej.) 
prices above tlic level they Vv'ould otherwise attain. But 
so far as prices are icidid}- raised the expenditure on war 
is raised, and more debt must be iiicuiTed. Wlien the 
inevitable fall in prices comes the n of the debt will 
be so much vlic greater. xAgain the Napoleonic period is 
instructive^ Prices rose through the excessive issues of 
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Bank of England notes ; no doubt prices rose from other 
causes also, but this cause added' so much more to the rise. 
Tlie high prices increased the nominal amount of the debt 
at the time and its real burden after. 

Tlie object of this survey is not to dispute the necessity 
of emergency action to support the banking system of the 
country, or to criticise the meiisures actually taken. The 
crisis was altogether unprecedented, and even to grasp all 
the essential facts would have laxed ihc powers of Goschen 
and (nadstciu! combined. But it needs no great financial 
genius to show that emergency measures should be limited 
as rnucli as possible. 



CHAPTER VII 


ecoxoahc pressure and the length of the 

^ WAR 

{October lo, 1914) 

Prefatory Note 


[In the sentence of this article it is carLT’nlly st.'Ued ihcit 

the forecast is founded on economic considerations alone and 
also under certain assumptions as regards the military and 
j)olitical situation that at the time seemed reasonable in the 
way of probabilitjE These conditions, however, were not 
realised- The British Navy no doubt kept command of the 
sea as regards naval power, but even after three years the 
blockade of Germany has not been made completel}/ effective. 
Tiiere can be little doubt that if we had made our blockade 
as ruthless as Germany would have done in like case the 
economic pressure would have succeeded. Not only, how- 
ever, were many open doors left through neutral territories, 
but Germany over-ran and exploited new areas of supply. 
Germany left the barest minimum of subsistc.n:.cc: to her 
conquered provinces and exacted also the maximum of 
economic work from their labour and capital. The economic 
pressure of Britain and her allies was never fully applied — 
far from it. And yet, imperfect as was the application of the 
pressure and after making all allowances for neutrality and 
plunder, it is astonishing Iiow the Central Powers Iiavc 
endured. As IMr. Gerard has forcibly reminded us, the 
German is naturally a gross feeder — a seven meals a day 
gormandiser. He is also a lover of beer and skittles, and 
modern music and other pleasures. Before the war even 
his own Jeremiahs lamented the materialisation of the old 
German spirit. And yet the Germans have fasted from all 
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but sin, and lived on substitutes during three winters. If 
their p]^3'si('iil endurance has been "wonderful, their psycho- 
logical endurance from the British suuidpeTil has been still 
more wonderful. The best educated race in the world has 
continued to tolerate a military despotism long after the 
hope of a short and glorious war had vanished. Russia 
made a revolution — though the Russian peasant was sup- 
posed to be a Tsar wovsliipp-.-v far more than the Gherman 
is a Kaiser worshipper. Even Greece at last expelled 
her Gro.cciiliis csitricns Constantine. But Germany has 
remained lo5'"al to the Emperor and even to the Crown 
Piince, and has kept alive the spirit of loyalty even in the 
varied races of the other Central Powers. Not only has 
Germany resisted the economic pressure of semi-starvation, 
but has made good the loss of raw materials which we were 
assured were, absolutel}^ essential both for industry and for 
war. The record is extraordinary. Perhaps in the end the 
reaction also may be as extraoidinary as a geological catas- 
trophe due to the cumulative effect of prolonged pressure.] 


Tlie following estimate of the probable length of the war 
is based on economic considerations only, and in order to see 
their full force and to get rid of complications it is necessary 
to make certain assumiptions as regards the general situation, 
military and political. Let it be assumed first that the 
British Navy continues to keep the ('v'/nimand of the sea ; 
and, next,^that the general result of the military operations 
during tlie winter is what the Kaiser might condescend to 
call a draw. That is to saj% let it be assumed that the Allies 
are able in the East and the West to drive the Germans 
witiiin tlieir own borders, but no more. Such a supposition 
does not seem too optimistic. As regards France, the 
German apology for the invasion of Belgium was the alleged 
necessity of speed. On their own sljowing, Paris was not to 
be taken except vvith a rush. An invasion of Russia in 
winter need not be considered. The chance of the occupa- 
tion of the rest of Belgium may be balanced by the chance of 
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the ivitervcrotion of Itals- or Denmark. On the wliole, if tlie 
Kaiser in the course of the winter can claim a draw he will 
do well, so far as the military situation is concerned. It 
miglit be supposed that such a concentration of the forces of 
Germany would lead to a defensive war that might: be pro- 
longed indefmitchg and that in this way the military draw 
would end practically in apolitical draw and tlic re-establish- 
ment cf the sUrhis quo ante belhim. A political draw^ of this 
kind would, of course, to the Allies be a Sv. ' ( i'o defeat. But 
before sucli a defeat can be accepted economic pressure w’ill 
come in with increasing force. 

Under tlie assurnpLion of a military draw, and Germany 
for the Germans being the order of tlic da}-, let us look at the 
effects of lliis economic pressure. Tint first rougli ('.stiniatc 
seems favourable to Germany. For a long lime G«.‘nuan\’ 
has set herself to become self-supporting as regards :fo<.x.l 
supplies and the necessaries of life. Agriciilturc has bec'n 
encouraged, and the production from tlie soil has been 
greatly increased. Since the last great vrar the arable land 
has increased, and the }-ieId per acre has increased mucli 
more. Tliere is also great variety in the products. In 
potatoes and .-i.gar Germany produces more than any other 
nation, and her production of rye and of oats is more than 
double her jiroduction of w^heat, and of barley is nearly as 
great. But in spite of this great increase in production 
German agriculture cannot in normal times satisfy thc' home 
demands, <;uicl there has been a steady increase in the import 
of cereals. As ];£*gards animals for food, the groudh has not 
kept pace wfith that of population, and the imixads w’'oi:Lld be 
much &rger but for restrictive legislation. I^argc quantities 
of fish, both salt and fresh, are also imported. In 1912 the 
total value imported of foods, beverages, animals, etc., was 
over 160 million pounds, which was three times the amount 
im[>ortcd a quarter of a century before. As also indicating 
the importance of the food, etc., imports, it may be observed 
that this aggregate is about 30 per cent, of the total 
imports. 

After making all allowances for importation through 
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neutral countries, it is plain that this foreign supply naust be 
seriously checked. Some falling off in the production of 
foods is also likely to take place in Germany itself. Owing 
to the check on the import of food stuffs for animals (bran, 
etc.), the stock must be reduced, and already it was insuffi- 
cient. Slore and more in recent years agri cultural industiy 
(in the widest sense) has been conducted on intensive and 
scientific methods. If a large part of the skilled labour is 
withdrawn for the war, the effect must be felt in the net 
product. Old men, women, and children cannot keep up to 
tlic same extent the agricultural product. That is one of the 
first penalties of a nation in arms. As with labour, so with 
capital. Transport, a vital requirement in agriculture, is 
c.vi]):jle(l by the demands made by war on the railways and 
horses. Credit is dislocated, and the land banks, with other 
institutions, must suffer. 

Not only will the aggregate food supply be less, but in 
times of war there is a much greater wastage, so th,at there 
is a k-ss real surplus available for the non-combatant popula- 
tion. But even the non-combatants must be supplied with 
a SLifficicncy of the necessaries of life. This term neces- 
saries is, however, one of the most elastic in economics. 
Besides the foods necessary to keep body and soul together, 
there are other so-called ''conventional'' necessaries that 
are required to make life endurable — e.g., fiiek clothing, tea 
:uid coffee, and in Germany beer. A certain amount of 
substitution inier se is no doubt possible even in absolute 
necessaries-7-c.g., potato flour for wlieaten rye flour, and 
so on— -but from the very meaning of the term iln-.re is no 
substitute for a genei'al shortage of " necessaries." ^Vvhtli. 
regard to tlie conventional necessaries, it is also a v'elT 
established fact in statistics that people, if left to themselves, 
curtail the real necessaries before they curtail the cori\’cn- 
tional secondary necessaries to which they have become 
accustomed, not to say enslaved. Tea will be preferred to 
bread, and in some cases tobacco to either. 

The general conclusion is tha,t the shortage of " necessaries " 
(in both senses of the term) must be accompanied in Germany 
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by increasing discomfort or strain, even if, as in a besieged 
fortress, a.ll the supplies were distributed in rations adjusted 
by militcuiy authority on an equitable basis. It is, however, 
quite clear that no Government could at once iindcrtcLke to 
dole out rations to a population of over sixty-five millions. 
The unemployed and their dependants must, of course, in 
some way be provided for, but even in their case the relief 
may be gi ven in the form of .money, and not in actual food, 
etc. And in ordinary cases, as regards the great mass of 
consumable coii.rnocLities, the distribution of the supplies 
within lh,is huge fortress will take place simply accr;rdiiig to 
the money power possessed by the different iudividiuds, 
families, and classes. 

This reliance on money as the great agent in distributiem 
brings in \'ery great difficulties that are not apparent in timus 
of peace. It is not so much the absolute sln)rt:ige. that has to 
be taken account of as the distribution of the lessened siq.>p]ies 
according to the money power of the consumers. This 
distinction is of vital importance. To say that Germany has 
a suflicieiK'.y per head of population is one thing ; it is quite 
another tiling if the distribution is effected by means of 
piiL’chase and sale. 

natural result of a shortage in any necessarj-' is a rise 
in price altogctlier out of proportion to the deficiency. In 
his '' History of Prices/' Tooke showed that a deficiency of 
one-si xtli in the production of corn in this country, even if 
somewhat relieved by irnporis, has sometimes raised the 
price to double fhe average ; and he said tliat a deficiency in 
■lie crops of one-tliird, without any surplus from former 
years or any chance of imports, miglit raise tlie price fi.\-e, 
six, or even ten fold. As a matter of fact, in this countr;/ in 
the Napolf.onic wars the price of wheat rose to over £6 per 
quarter. In Germany the rise in the prices of food stuffs has 
already begun to excite alarm, and a demand is made that 
prices should be fixed by authority where this lias not already 
been done. Bur simple as this method seems, it is difficult 
to carry out in practice, and can only be applied at all in a 
few cases. ^ If the prices are kept low, then there is no chci'k 
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so far on ordinary consirniption ; and there is no elTecti^c 
means of preventing ro-srdios by individuals above the*. 
Governnvental price, if limits are placed on the amounts 
given to each applicant. Again, the Governmental low 
prices would check supplies, by home produclion or imp'orts, 
just vb.cn the supplies ought to be stimulated. History 
sliows that, ex('.ept in very simple cases, the attempt to 
regulate prices by the State has broken, down. But so long 
as the use of money is the main agent in the dislrihution of 
most forms of wca.Ith., tlierc may be serious want in the lower 
strata, and not even discomfort in the richer cbisses. 

At this })oint account must be taken of the fact that tlie. 
greater part of the. incomes of the people are earnings in 
return for varied economic services ; services of labour of all 
kinds and of capital of all kinds. But the dislocaticm of war, 
in wl'icb. millions of the best manhood of the nation arc 
engaged, means also a corresponding dislocation of incomes. 
In all occupations not directly concerned with the war there 
is a rapid increase in unemployment and a corresponding 
dc'c.rease in income. Here again we see the importance of the 
check to the foreign trade of Germany both as regards the 
import of new materials and the export of products. Apart 
from this there is the natural contraction in expenditure on 
all kinds of luxuries, but on the making and sale of tliese 
luxuries the incomes of \^ast numbers of the people depend. 
Whilst in many cases there is a falling off in incomes, in some 
of the industries stimulated by the war there be over- 
time and oVerpay. In the crippled industries, on the other 
hand, unscrupulous employers may take advantage the 
labour market to reduce the rate of wages. The g^ueral 
I'onclusion is that in a system of money exchanges the 
inequalities in the distribution of wealth, which even in 
times of peace cause social unrest, are very greatly 
aggravated in a war, with nations in arms. 

But the evils of the money method of distribution become 
much worse if by the financial action of the State there is 
a general rise in prices. Many people profess not to under- 
stand wliat is meant by a general rise in prices, and still less 
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to i.indcrslaiKl the causes, But every one knows in his own 
particular ONpenditiire of income if it goes as far as it used — 
if it docs not, then so far he suffers from a rise in prices ; and 
if all other peoples on the average are in the same case, tlic 
rise may he said to be general. If the Government in time 
of war issu(‘s a gre^at mass of paper moiiey which is legal 
tender, ami cannot be excluinged for gold, then there is no 
jinht to tin- rise in general prices that may occur excepi in 
tlie limitati.<.>n. of the issues by the State. In proportion to 
the rise in prices the paper money is said, to be depreciated. 
In the exlri'inc case tlic depreciation is glaring;}- oiwious, 
and evoryix.idy iuid(.‘rsta.nds it in pra.clice only too well. Bn! 
the beginnings of depreciation are generally overlooked. 
Beoplr think that a rise of pri<'.(‘S in wa.r is part of the Tia.ir!rc‘ 
of things, instead of being due largely to emergency finance. 
Passing o\\;r the gcaieral difficulties it may be sa.id tlxat the 
mcasiires udepied by Germany on the outbreak of v'ar arc 
certain to raise prices. The masses of inconvei'tible notes 
issued only need to produce that well-known effect. 

In addition to tins difficulty there is tlie furlln?!' din'iciilt}' 
that arises fi'om the s3-stem of banking that in Germany has 
been carried to an extreme. E^■*clybod3'^ knows th.at the 
Gerii]a.n hankers pride llicin.'^eiN'cs on the assistance gh on to 
trade. Even now in this country we hear ('omplaints that 
similar assistance is not given b\^ our banks to all sorts of 
trade. This German plan may work well enough when 
trade is e.x].)a,n(ling, but even in peace it proves to a be danger- 
ous system in the reverse case of contraction and depression. 
The difference between the German and tlie British, banking 
s3cstei])s is slrown by the rates at which tlie two Governments 
h.a,\a^ been able to issue their loans, the German rate being 
very mucli higher than the British, Not only is this the 
case, but ilv..' German loan, being received in depreciated 
paper, adds so much to the real cost. Taking everything 
into account, it seems likely that the money borrowaxl by 
Germany during the first si:\ months of the war will require 
double the rate of interest paid by the British Government. 
Tliis high rate of interest in Germany meams so far a relative 
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breakdown in public and banking credit. As the war pro- 
gi'cisses tb.c higher command of the money power will begin 
to be akvrTncd, and the lower commands of the money power 
will begin to feel the pressure of dimiids-;- cl I'e^ourvU's. 

follmvving out the consequences of the natural sliortage 
of food supplies, etc., and the artificial excess of paper inoiuy, 
we SiX' that with the advancement of winter the economic 
pressure will be felt more and more sevcre]j\ The question 
tlieii arises — Is the ultimate aim and object of the war such as 
to induce the people to submit to its proiorigalicn ? Are 
the Germans devoted to their Kaiser as the old Highlanders 
to tiieir chiefs or the Russians to their Tsar ? Does the idea 
of a greater Germany, that shall displace a greater Britain, 
appeal to the German masses? If Germany is confined 
witlun her own borders in the winter, what will be the i)ros- 
pect of the dream of Empire in the spring ? T]i.(..‘se and a 

mass of similar questions are sure to be asked by all the little 
Peterkins of Germany, and the Kaiser will be hard put to it, 
in the face of his former boastings, to explain what good will 
come of it at last. Taking one consideration with another, 
the end of the war ought to be in sight with the advent of 
spring, and, at any rate, the prolongation over a second 
winter is extremely improbable. 


CHAPTER VIII 


THEJNCREASE IN THE CIRCULATION OF MONEY 
IN WAR-TIME 

{Noccnihsr 7, 1914) 

The proper definition of iiioni'}- '' has long been a 
mndtcr of controversy, and very few people would be able 
to answer oil-hand Sir Robert Peel’s {anuais ipusiion- ■ 
What is a })ound ? or the other C[uestion of the text-books — 
Arc bank-notes money ? But in all these contro\a,.Tsies, as 
wvW as in actual practice, it came to be aekiiowl edged that 
a distinction must always be drawn between standard 
nietallic money (in tins country the gold sowroign) and the 
other forms of representative mone}'^ that in ewtual 
business take its place. The must important in volume of 
lliesc forms of ‘'representative’’ mo-Ky is the cheque, or 
in the '\->i,'rds of the latest authority — “ jlojiey in England, 
as we have long ago recognised, chiefly means a credit with 
a bank carrying the right to draw a cheque.” 

Rut in qualitjg as distinct from volume, the bank-note is 
still the most important form of “representative ” money. 
The reason is that it may be made legal tender, though the 
privih-vge of legal tender is not accorded to all bank-notes. 
Before the outbreak of the war the Bank of England notes 
were legal tender except at the Bamk and its branches 
“ so long as the Bank continues to pay on demand its notes 
in legal coin (3 & 4 Will. IV., c. 98, s. 6). But they were 
not legal tender in Scotland or Ireland, nor were the notes 
of the jEnglisli country banks or of the Scottish or Irish 
banks legal tender anywhere. Of course, a tender of pay- 
ment in mone.}- other than legal tender {e.g., bank-notes, 
cheepaes, silver above 40s.), if not objected to, would fulfil 
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the monetary obligation, and in practice the great mass of 
monetary transactions are effected, not by means of legal 
tender, but by the different forms of credit. 

It is obvious from the nature of the bank-note itself and 
the form it bears that it is not strictly money, but a promise 
to pay money on demand. If a bank-note ceases to be 
either in law or in fact a promise to i^ay on demand it becomes 
inconvertible (legally or actually). The difference between 
convertible and inconvertible notes is one of the most vital 
importance, as has been shown over and over again in the 
history of almost every country in the world. One of the 
greatest evils that can befall a country is the dc‘|)rei iation 
of inconvertible pri.|)ej-, and the greater and the more fluc- 
tuating the depreciation the greater the evil. The \vorst of 
it is that depreciation only begins very gradually, and at flrst 
it is not generally recognised. Once, however, the evil has 
began and is recognised, it is only to be remedied by the 
simple but drastic measure of cancelling a sufficient mass 
of notes, which means a corresponding loss to the Govern- 
ment, for people will only give up even depreciated })aper 
for its value in some other form. 

Tiie mere declaration that notes are to be made incon- . 
vertible (or that the obligation to pay gold is no longer 
binding on the bank of issue) is not in itself enough to cause 
depreciation. In spite of such a declaration the notes may 
for a time be accepted at their full face value. But when 
the volume has been sw-elled beyond a certain point depre- 
ciation is»certain to set in, and there will be a difference 
between prices measured in gold and measured ii\ paper. 
Amyone who has been in a countr}" with inconvertible paper 
that is depreciated knows that he can obtain jnore than 
the nominal amount of paper money for a certain amount 
of gold. 

The beginnings of inconvertibility may be sudden and 
publicly declared, as on the outbreak of the present war, in 
both Germany and France, where the notes were at once 
made inconvertible. But in other cases the beginnings may 
be gradual and insidious, and there may be de-facto incon- 
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vertibility before !i\qal inconvertibility is declared or even 
generally recognised. In this country, on the outbreak of 
war the Government did not think it necessary to make 
the notes of the Bank of E:igland inconvertible, and the 
Bank was obliged to meet its notes with gold on demand, 
and for a time there was actually a run on the Bank, for 
this purpose. It was stated, howe\'er, in the Econoviisl at 
tlie time that even at the outset the Government w'cre 
advised by some people of financial importance to make the 
notes inconvertible. As the event showed, such a procedure 
would have been quite unjusci fu'd, and tlie note of the Bcink 
of .England remained what it professed to be — a promise 
to pa.y gold on demand. 

But altliougli the Government did r.ol adopt the method 
of inconvertibility, it took several steps in the direction of 
less(‘ning the actual power of convertibility. It did not 
say bankers need no longer pay their notes in gold on 
demand, but it put difliculties in tlie way of the demand 
being made. It (extended iltc privilege of legal tender, for 
example, to the notes of the Scottisli banks, and the notes 
coi-ild onl}' be presented for gold at the heacroiTices of the 
banks. But the longest step towards de facto incorn'erti- 
bility was taken by the issue of Treasury notes for £i and 
lOvS. Tliese notes were declared to be legal tender, and tli.03’ 
could only be presented for gold at the Bank of England 
in London. As these notes arc legal tender, it is obvious 
that there is no inducement for people to present them for 
gold unless they become of less value than the g*old ; tluiv 
cannot take the trouble to send the notes to London and 
get the gold, and the banks all over the country are not 
likely' to a.ssisl them in what they would call hoarding. Even 
before the new Treasury notes were issued the Clianccllor 
of the Exchequer implored people not to ask their bankers 
for gold. He assured them the Government vxas printing 
sovereign and lialf-sovereign notes as fast as possible. Once 
these notes were ready, it seemed to be a public duty to 
use them in preference to gold. Some patriots wrote to 
the papers^ stating that they had sent in all the gold they 
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cou-ld to the banks, and for a time to ask for gold was 
considered as sinful, as in former times to ask for usury on 
lending gold. But, apart from this appeal to the public 
conscience, the banks were encouraged or commanded not 
to pay out gold, even if unconscionable people asked for it. 

At the sasne time the Government declared a moratorium 
by which people w^ere allowed to postpone the payments of 
debts incurred before the war, and this privilege Was to a 
great extent taken advantage of by the banks. Even money 
on deposit or current account could not be legally demanded 
by the creditors, and any advances to them out of their own 
iMone}.' was at the discretion of the bankers. The curious 
thing was that at the same time people were admonished to 
use cheques as much as possible for all kinds of payments, 
which, of course, meant that, as in the United States in the 
panic of 1907, cheques became a kind of inconvertible 
currency. The use of '' representative money was fiirllier 
extended by making postal orders legal tender even for 
small amounts. Tlie amount of silver money was increased, 
and silver is "'representative’' money inasmuch as the 
metallic value of a shilling is less than fivepence. 

Attention' has been called recently by the Treasurer of 
the Bank of Scotland to the increase of "money ” in circula- 
tion in Scotland. The increase is said to be some tw^o mil- 
lions sterling, and it is observed that, " considering the 
population, this is a very large increase.” But at the same 
time it may be pointed out that, considering the population, 
the incre^.se in Scotland must be less than'in the rest of the 
United Kingdom. The population of Scotland is,, roughly 
some 10 per cent, of the population of the United Kingdom. 
Tlie new^ Treasury notes outstanding by the, last x*ctuni 
amount to over thirt3'"-one millions sterling, and if Scotland 
had its proportionate share of this increase it w-ould amount 
to over three millions. But the Treasmy notes are only 
one form of " representative ” monej^. In Scotland their 
place has been taken to a great extent by the notes of the 
Scottish banks, which, of course, means so much more of 
the Treasury notes for the rest of the Kingdom, 
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This great increase in legal tenders with imperfect con- 
vertibility, unless checked and remedied, can only have 
in time the usual consequences — namely, a rise in prices, 
and eventually inconvertibility and depreciation that must 
be acknowledged. On the outbreak of trie war there was 
no doubt room for a considerable increase in legal tenders, 
sirnpl}^ because there was so great a destruction of ordina.r\' 
bankers’ credit. In the same wa}', for the lime being, it 
was natural for the Bank of England to be anxious about 
an adequale reser\’'e of gold. But once tlie first shock of 
the declaratii.)!! of war had passed there was no need as 
ri'gards tlie inltrrnal circulation for Hooding the country 
with '‘representative” money. In spite of the extra- 
ordinaiy application of the moratoriniii to bajiking accounts, 
the banking systdii of the country has contrived to settle 
down to ordinary business. The latest Clearing House 
returns show only lo per cent, di mi. null on as compared 
with tlie corresTiondiiig week of last year. The rates for 
money in the London money market are, c‘onsidering the 
wur, s:ir]U-isi;.igly low. And yet every’ week the issue of 
Tj'easury notes is increased, and the increase last week is 
greater than ever. 

It is true that for some lime an increasing amount of gold 
has been set aside, supposed to be ear-marked for the 
rcdeni prion of these notes; but, as already explained, the 
notes are not likely to be presented for conversion until 
def)reciation is actually observed, which especially for notes 
of low denomination, such as los., is alwa.\’S a matter of 
time, r 

The people of this country had become so acciislorned to 
the smooth wc.jrking of the currency, and the cru:-c{i\-e main- 
tenance of the gold standard, that they vrere prepared to 
accept loj'ally any emergency measures that might be 
recommended vdthout much scrutiny. They even accepted 
the position that though a bank-note was simply a promise 
to pay gold on demand, it would be bad form to ask for the 
payment. But if greater evils are to be avoided it is time 
that the increase in the currency should be stopped and 
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the de facto convertibility renewed. If masses of legal 
tenders are thrown into circulation with no efficient means 
for withdrawal, in the course of time prices will rise and 
more currency will be needed to effect exchanges on this 
Iiiglier level. The more money is issued the more will be 
dirinandoil. The simple and effective wa}- to prevent an 
increase in the circulation is to put the issues on the old 
basis, or on some other definite basis of limitation. The 
new Treasury notes are in direct contravention of the system 
that has governed the issues of notes in this country since 
1844 (and 1845 for Scotland). The old principles have been 
abandoned, and so far as the public is concerned no one 
knows by what principles, if any, the new issues are governed. 
If the ultimate object is that in England the Treasury notes 
siiindd take the place of gold under the idea that the gold 
displaced would flow into the Bank of England, the methods 
adopted do not seem to be successful to any extent. 



CHAPTER IX 


PROBABLE EFFECTS OF THE WAR ON RATE OF 
INTEREST 

{Novemher 20, 1914) 

As the result of the war there wilLprobably be a consider- 
able rise in the rate of interest. Tlie consequential effects 
on the. values of securities of all binds are. of the Iiiglicst 
practical importance. 

In general, as is shown by reference to h.isiory, and 
especially to the history of the last twenty ytv.rs, it is \'ery 
difficult to forecast the movements in the rate of interest. 
Twenty years ago no one foresaw the great rise that was to 
take pliU'e, with the (‘onsequenlia! fall in tlie price of Consols 
and other first-class securities. It is easy to giv'c the general 
reason why it is so difficult to forecast movements in the rate 
of interest. The rate of interest depends on the demand and 
supply of loanable capital, and both the demand and the 
supply depend on a number of different factors, \'arying in 
force und in direction. The calculation of the resultant 
efh^ct of all these inilueiices is rendered more difficult in 
recent years by the increasing extension in tlui fictkl for in- 
vestment and in tjie demands for capital all the \vorkl o\'er. 

Since the difficulty of forec^asting is in general so greaf , it 
may seem pure guesswork to tiy to foretell at tliis stage the 
probable (HTect of the war on the rate of interest. Yet the 
general argument in favour of a probable rise seems quite 
convincing, and may be put in two propositions. 

The first is that as the result of the various causes affecting 
tile demand and supply of loanable capital tlicre has been a 
rise during the past ten years in the yield to first-class 
securities with fixed interest— c.g., Consols and railway 
debentures. ^ Before the outbreak of the present war there 
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was no sign of any I'eaction, though new issues were waiting 
for a favourable change. We must suppose, then, that the 
causes of the rise in the rate were still operative this summer, 
and that the general resultant was the same in spite of 
changes in the particular elements of demand ai:id supply. 

The second proposition is that in consequence of the war 
the demand for capital will greatly increase, whilst the 
supply in general will be greatl}/ diminished. An examina- 
tion of some of the principal causes affecting the demand 
and the supply will make tliis staTcmcnt quite reasonable. 

Take first demand. Demand for loanable capital is 
broadly of two kiads — -ruimeiy, for productive and for 
unproductive cons'unptnon. The greatest of unproductive 
deinands is for war. The chief cause of the growth, of 
national debts in the past has been war. The present war 
will accumulate debt more rapidty and to a greater extent 
than any pre\dous war. 

The next great unproductive demand is on the part of 
Governments for social reforms of all kinds. The v'ar, 
instead of diverting this kind of expenditure to military 
requirements, tcjids to increase it. Let any one consider 
the proposeJs made for the soldiers and their dependants on 
the return of peace. If any considerable part of these 
proposals are carried into effect, the country will be burdened 
with many millions of extra expense. If this expense is met 
out of revenue, less of the actual military expenditure can be 
so met. Indirectly, if not directly, the demand for social 
benefits myst increase the indebtedness of the country. The 
growth of debt will be facilitated by the increased laxity in 
public opinion as I'egards debt and economy. ‘ Before the 
war the increase in social expenditure involving fixed (or 
increasing) charges had been advancing without any serious 
protest from any responsible statesman. After a successful 
war and the salvation of Europe from German militarism, 
no reward wall seem too great for any who took part. Other 
generations must be expected to bear some of the burden, 
just as wc are still bearing the burden of crushing the great 
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Napoleon a century ago. Judging by recent modes of 
rneasuring national achievement, the greater the debt that 
is piled up so much greater will be the glory. What is true 
of this country is true ot all the countries in the Wv>rld. We 
liave no monopoly of social reform. In many expensive 
reforms we have not even taken the lead ; we hmee tried to 
make up for lost time regardless of expense. Tiicre can be 
no doubt that on tlie side of the demand for capital there will 
be a grcxit incr; ‘:i.se on the part of the greatest of unproductive 
consumers — namety, tlte Governments of the vrorld. 

Tire demand for productive purposes is also likely to be 
gre^ater than before the outbreak of the war. Tire experh 
of the Fra.nco-GcTma.n. Whir in the 'se\'enties is instruc- 
tive. The conehisiou of peace w:is foIl(Aved by a groiii out- 
burst of indiistiial activity. All the destriu'ticai and all the. 
(h'feiTcd expenditure caiisi^d by the. v/a!" had to be made 
good. But the war in question wjis in llu:* inagiiitude of the 
strain not to be compared with this war. If i]\c wt jrld on the 
conch.ision of the war is to try to resume its former produc- 
tive activities there must be a great demand for capital. 

The case seems equally clear if we look to supply. hVar 
involves a grc'at actual destruction of old capital (witness 
Bt.‘lgiiuu) and an almost complete check to accumulation of 
new capital in the countries directly affected. Indirectly 
other countries feel the depression in trade and industry. 
Even in the United States a check must be placed on 
accumulation of capital during the war. It is true that 
certaiii kinds of judastry are stimulated by tlie war expen- 
cliture— tliost: providing, for example, war nniterials and 
soldiers’ necc^ssaries, such as boots and uniforms. Tliis 
country, in particular, is siTfei'ing mucli less as regards 
employment than might have been expected. But after all 
allowances are madcc it is not probable that there will be 
any real surplus of new capital created during tlie vear. On 
balance the consiimptiun will probably exceed tlie saxangs. 

The general conclu.sioii tlr.it the war will increase, 
the demand and lessen the supply of loanable capital is 
strengthened rather than weakened when we look into the 
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more particular influences. In spite of the large increase in 
debt there will also no doubt be a great increase in 
taxation. We cannot transfer all the burden to future 
generations. Recent experience tends to show that the 
increase in taxation will be made to press most heavily on 
the classes whicii, whatever their other defects may be, are 
the chief providers of new capital. But in any case the 
heavier the taxation so much less is the power of acdmiula- 
tion. 

•On the side of demand one of the chief causes of the recent 
rise in the rate of interest has certainly been the growth of 
security all the world over. New and undeveloped, countries 
have been trusted to a greater cxtenl tiian ever before. The 
area of the demand for the loanable capital of old coimtrics 
has c'normously increased. The conclusion of the present 
war in wloTli half the world is engaged seems likely to be 
followed by a pexiod of forced repose. The brcalc-up of the 
military power of Germanj^ will in the end strengtlrcn the 
general security of the world at largo, and thereby iivcreasc 
tlie demand for capital. 

The.]'c is, however, one apparent exception to this general 
array of forces leading to a probable rise in the rate of 
interest after the war — an exception that is of special 
importance at the present time. A reference to the money 
articles in the papers seems to show that after the first week 
or so of the war there has been in the London money market 
an apparent glut of money. After three months of war the 
market rates for money for short loans are remarkabl}/ easy. 
The Treasury has been able to float loans for six or even 
twelve months at about 3J per cent. It is true that the 
Bank of England rate has' been 5 per cent. foB the last 
tiirec months, but tnis high rate as compared with the 
market rate is due to the exceptional character of the 
( lovcrnmental demands on the Bank for its vario'us guaran- 
tees. And after all, the rate of the Bank of England in 
spite of the penal character of some of its charges on behalf 
of tlie State is no higher than it was ci year ago in the midst 
of profound peace. 
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It may then, perhaps, be tJiought that if the Bank and the 
Government have got over the first disturbances of credit so 
easily, in the course of time their difficulties svill become less 
and that the rate of interest in the London money market 
may fall even louver as the v’ar progresses towards its inevi- 
table conclusion. 

It ir.iisi: be remembered, however, that the present 
apparent case in iho London money market is largely due to 
tiic artificial creation of legal tenders and bank credits by 
the n,ction. of the Government. It is hardly likely that this 
easy method of increasing the supply of money can continue 

for three years or until the end of the war,” whichever 
happens to be the more distant. 

Blit the point is that the rate of interest on the in^''es{ment 
of ('apital for long periods depends on more wide I'oaching 
and more fundamental causes than the abundance or the 
reverse of legal tenders and Governmental guarantees in 
London, London is tlie great Clearing House of the world, 
but London only creates a small part of the c'apital in winch 
it deals. The demand and the supply of the loanable 
capital depend on real causes beyond the power of Go\'crn- 
mental control. A recent estimate by Sir George Paish put 
tlic interest on British capital irA'csted abroad at about two 
hundred million sterling, and the corresponding capital 
would perhaps be some tliree thousand millions. Tliis 
again is only a small part of the world's capital, and more 
and more the rates of interest on capitjil all the world over 
tend to be infuienced by the same causes. The present war 
will probably raise the rate of interest not only in the 
belligerent countries but in all countries. The influence of 
the London money market on the final result will be very 
small. 

Tliere is, indeed, one way in which tlu! mainpulation of 
credit in London and the other great financial centres may 
affect the rate of interest, and that is by raising prices of 
commodities to a greater height than otherwise would be 
the case. Tlie partial abandonment of the gold standard, 
and the various checks imposed on convertibility into gold, 
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Jill VC the same general effect as an increase of incoii\'eii:ibl;: 
paper. In the process of the inflalion of credit (that is 
relatively to the contraction which would naturally take 
})bicc in time of war) prices rise. If at the conclusion of tlic 
wax the same outcry is persisted in for Governmental 
monetary assistance, and the actual use of gold is still further 
restricted, the rise of prices will continue. But the general 
effect of such an anrlilicial abiiivdcuice of money and cf conse- 
quent rise of prices is to stimulate industry for the time and 
intensify the demand for capital ; just as in recent years the 
coiitimious rise in prices has partly caused llic rise in the 
rate of interest. The only influence in favour of a fall in tiic 
rate of interest after the war is the possibility of a far- 
reaching financial crisis forcing a real return i 0 the gold basis, 
with a consequent fail in prices and a check on s!)eculati(>n 
of iill kinds. 

Ill the meantime, however, these rather obscure influences 
of gold on prices may be left out of account, and the general 
concJiisioii seems to be that after the war the rate of interest 
will be higher for coj'respcnding securities than before the 
war. This, of course, means a corresponding fall in the 
capital value of securities with fixed interest, and iiidin^ctly 
all other securities will be so far also affected. The .conse- 
quences of such a readjustment of the values of investments 
are of the highest importance, not only to all classes of 
investors, but to the various Governmental borrowers of the 
world. 



CHAPTER X 


THE FIRST WAR BUDGET-^AND AFTER 
{December 12, 1914) 

The I has been received a chorus of resignation, 
l;Ira.cii('.any no disciis-T* •; 1 Ir.-s taken place either in Parliament 
or in the Press. Any suggestion of any slight inodilicatioji 
has been couched in terms of apology. The reticen- ’e ?.‘r! 
in matters of war has been selTiin posed in juatters of finance. 
I'his benevolent silence is extended even to the past — the 
very near past. The reason is simple. Everybody wislics 
to support to the best of liis ability the credit of the nation, 
meaning in this connection the financial credit. Everybody 
knows that the war is costing a million a day, and ever^^body 
tiiinks that the mono}’ power of the nation rests on the 
national credit, and that in time of war the national credit 
rests on the credit of the Government. It has been often 
pointed out in these papers that the credit of the nation 
must rest on real foundations, and that national financial 
credit is a very different thing from mere confidence. The 
constant references to the credit of this country being so 
superior to that of others are generally associated with new 
demands for Governmental expenditure, or, at Icasl, 
Governmental guarantees. If tlic real foundations of the 
national credit are alluded to at all, it is generally in the 
form of vague estimates of the national wealth. We are 
told that this country has wealth to the extent of some 
ei gill ecu thousand millions. What is three hundred and 
fifty millions of debt in the face of such assets ? It is 
forgotten that the greater part of this national wealth 
consists of lands, houses, railways, and all kinds of fixed 
and specialised capital that cannot possibly be converted 
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into war materials or necessaries for the dependants of 
soldierS; or even into the gold that is supposed to be the 
foundation of onr banking sj'Stem. The Chancellor of the 
Exclicqucr in his last speech said that if the banks had 
attempted to realise some fifty millions of Stock Exchange 
securities- --presumably as they were the basis of bankers' 
Jon ns, the}” were, if not first-class, at any rate good second- 
class stocks — they would have knocked the bottom^out of 
the market, and apparently precipitated the long-deferred 
financial crisis. But if such holdings cannot be realised to 
the extent of less than a paltry fifty iiuilions, what is the 
use of talking of the national assets being worth eighteen 
tliousand millions ? 

As a matter of fact, national income is a much better 
of national financial strength than the supposed corre- 
sponding capital, the value of which varies with every 
cliango in the rate of interest and with the niimbc.'r of years 
taken as the basis of the conversion of income into capital. 

In the final report to the first Census of Production, 
A. W. Flux estimated the aggregate income of the 
United Kingdom as about two thousand millions. Of this 
amount less than three hundred and fifty millions is set 
aside to be added to savings and invOvStments. The remai nder 
consists of the values calculated for the goods and services 
consumed by the people engaged in providing the various 
goods and services. 

A good deal of this income must be used in keeping up 
the '' livii\g capital " in the form of human brains and 
muscles. A large amount is already assigned to various 
forms of expenditure, and cannot be diverted without 
serious unemployment. Already in times of peace large 
slices are taken in national and local taxation. When all 
the necessary deductions have been made and all the prior 
claims satisfied, the amount of taxa.ble income available 
for the demands of war becomes a very modest figure coni- 
pjired with the stupendous " figures of national wealtli. 

It may, of course, be said that the Government hns the 
first claim, but even a Government must take care Jiot to 
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tronicli on the sources of the taxable income or injure the 
productive power of the nation. Taxation bej^oncl a certain 
point is suicidal. And if taxation in the present is avoided 
by resorting to debt, debt is only deferred taxation. The 
presirnt inc'rease in the national debt by the AVar Loan 
means over twelve millions extra taxation simply to pay 
the interest, and the next instalment of debt is likely to be 
at a likelier raLO. 

Tliere can be no doubt that the people of this country 
will have to face a great increase of taxation, both present 
and deferred, and the present Budget is only a beginning. 
In a national vir.^Tgonc^’ nobody expects any nice attention 
to the dcdails of the methods adop/ted. Adam Smith, learned 
from the wisdom and the vinwisdv'>!n of his predec.(;.‘Ssors in 
theory and practice four great rules or canons of taxafTm, 
and his successors also, warned by experience, have, added 
a good many more, not by any means mere counsels of 
perfection, but good, honest working maxims. The text- 
book writers also point out that in the case of any conflict 
the less important rule must give way to the more i.mpor{ a.nt, 
just the same maxim that the great Ciausewitz ga'\’e as tlie 
first maxim of war. 

In tlie present great emergency there is no doubt tliat 
the (Ahev rules of taxation must give place to the fundamental 
rule of prodiicti^x^ness, and the productiveness miist be 
inuviodiate. as it seems, this rule cuts away a number 

of proposals. Taxes are often imposed, not simply or mainly 
fm' present revenue, but for various political or social 
objeem. Taxes on alcohol are supposed to be partly, at 
hxbvl. , ])re\’'enli ve or penal. The method of enforcing sobric-ty 
by taxation may or may not be effectual (Adam Smitli 
tlioiiglit it was not), but unless we are prepared to follow 
tlie example of Russia the increased tax on beer ought to 
be regarded simply as a means of raising revenue. In tlie 
same way, all the taxes that are constant^ proposed for 
impro\'ing the morals or manners or health of the people 
must at this time be considered from their revenue-producing 
powc-r. 
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If it is acliTiitted that the object of war taxation ought to 
be revenue, then that mode of taxation is best which gets 
most cheapl}." at the revenues of the people. There is a 
principle of taxation which has important consequences to 
the effect that all taxes fall on persons and not on things. 
We talk of taxing tea — what we mean is taking part of the 
incomes of people vdio drink tea. On a strict analysis, all 
taxes are disguised income taxes. Local rates on property 
are a very rough method of getting at the iricemes of people. 
Adam Smith, the greatest of masters of finance, classified 
all taxes according to the incomes on which they fell — 
e.g,, rents, wages, profits — and he put taxes on commodities 
in line with them by saying that they fell indinereirlh’ on 
all species of revenue. All the intricate macliincry of indirect 
taxation is only intended to get at the real incomes of people 
so far as the taxes are revenue-producing. In principle a 
universal income tax which took directly the due share of 
the State from the revenue of everyone* would be the best 
systein of taxation. The first great rule of taxation laid 
down by Adam Smith is that the subjects ought to con- 
tribute in proportion to the revenues which tliey enjoy 
under the protection of the State. And the simplest method 
of all would be to make everyone pay his share directly. 

Unfortunately, however, as the history of the British 
income tax shows, any attempt to put this apparenth^ simple 
rule into practice bristles with difficulties. What is the 
meaning of income for taxable purposes ? How are tlie 
true incomes of the trader, the manufaciurer, the profes- 
sional man, tlie farmer, to be ascertained, and so on of all 
the occupied classes ? If we rely on sclf-asscssmrivt, most 
people think the first rule of taxation is, if possible, to evade 
it. Gladstone and John Stuart Mill were horrified at the 
immorality of the old income tax. Gladstone always pro- 
fessed to hope for its entire abolition. Are all incomes of 
the same size to be taxed at the same rate indepeiKlenth’ of 
their source ? — perpetual and terminable incomes, incomes 
from land, and incomes from medical practice — or, more 
generally, are the ‘'industrious'" incomes to be taxed at 
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a rate than the “ lazy incomes, to recan Gladstone’s 
nanu^s for earned and unearned ? It is to be observed that 
Gladstone alv/ays looked in the first place to the great 
productive power of the income tax. Fie would not have 
it nibbled at here and there on all sorts of grounds lest its 
eriiciciicy as a revenue-producer should be destroyed. Not 
that he forgot the equity of the case, but even that side he 
looked ^t first from the point of view of the productivity. 
If 3T)U want to get a certain amount of revenue (c.g., for a 
Crinienn war), then every exemption you grant means so 
much more taxation on the people not exempted. As for 
the nii-er a.da[)tali()ns of practice to theory in the collecMon 
of income taxes, he thought (in 1800) that tlioj’ must be 
left to t!ie lilile legislators wlio were then in the nursi-r}'. 
Tile little ](\gis 1 a,tors have grown up, and the iruajnie tax 
lias grown with lliem. The exemptions also have grown, 
with the consequent rise in the burden on the incomes not 
eNemirU'd. 

Tile doubling of the income tax in the present Eiulget can 
only be approved of as an eincrgenc}' mea>ius‘, whicli is to 
be folhnved by a corresponding iucreasi- in the taxation of 
tli'C classes who at present come within the range of exemp- 
tion. Even on the bare principle of productiveness it is 
Iiopeless to raise a war revenue solely at the expense of the 
richer classe s. Y\dio are the rlclier classes ? In his speech 
on the \Ve.,r Loan the Chancellor of the Exclieqner rejoiced 
tliat tlie small investor had come forward — there were 
actually one hundred tiiousand cipidicalions. There must 
be nine millions of families in the United Kingdom. It is 
|)]ain that the hundred thousand patriots cannot bear all 
the burden of the war. In the Jicxt loan more patriots veil] 
ha\'(:‘ to be attracted by a higher rate of interest and a lower 
iimit of siibsi-ription. But debt in any form is only deferred 
taxation. The small minority of subscribers to the loan 
will ]-eoeive interest, but the vast inajoritj' of taxpayers 
must pa}^ it. There is no escape from the position that the 
revenues of tlie State even in peace cannot be raised only 
from the idlq rich. 
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Even in times of war some regard must be paid to equity. 
Tlie first duty of any civilised Government is to secure 
iiisticve. The simple doubling of the present income tax 
has also more than doubled its inequalities. The rise in the 
taxes on tea and on beer has also increased the inequaJi- 
ties of indirect taxation. The productivity has also been 
lessened by the failure to tax possible substitutes. The 
drinker of beer may be encouraged to take to spirits, and 
incidenvall}' destroy the supposed moral value of the new 
tax. 

In the next War Budget, both on the grounds of pro- 
ductiveness and of equity, the basis of taxation must be 
widened. It is probable that the diiiiculties (non-political) 
of direct taxation on lower incomes have been exaggerated. 
In the, Napoleonic wars the lim.it of exemption of income 
tax was Icvverod to £50, and abatements were only allowed 
on incomes up to £150. This, too, was a period when the 
range of prices was much higher, and everything and every 
occasion was taxed. In Gladstone's great Budgets in time 
of peace the limit of exemption was £100, Local rates are 
now levied so as to fall on much lower incomes — so are 
insurance taxes. But if it is feared that direct taxation 
cannot be extended, then the only alternative is to broaden 
the basis of taxation on commodities. Only in that way 
vF.l the great mass of consumers be made to contribute. 
This widening of taxation will have the advantage of 
bringing home to the masses of the people the burdens of 
war. 

It is of at least equal importance, in view of the enormous 
expense of the present war, that more regard should be 
pa'd to economj^ in every department of the vState. Of 
recent years, in times of peace, economy in the public expen- 
diture has apparently become a matter of no concern to so 
wealthy a nation and its stewards. It is a cluiracteristic 
of the mischiefs that arise from financial prodigality that 
they creep on with a noiseless and a stealth}?' step." So 
said Gladstone in 1861. But the wisdom of economj^ is as 
old as taxation, and generally as much disliked. 
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THE ]\[EANING OF ECONOMIC PRESSURE 
{Junuiiry 2, 1915 ) 

In an earlier paper (see Part II., Chap. VII., p. 20vS) 
reasons Vvcre given for llu^ opinion that the war was not 
liki^ly to be of long dnration, founded on the influence of 
e('ononh('. pressure on Germany. Tlu* argument advanced 
was threefold. First, regard was paid to economic' pressure 
in llie simplest sense of the term - -namely, as involving a 
real diortagc^ <>[ necessaries of the first order and of necossaries 
of tlie second order, or so-called conVc'iitional necessaries. 
In the last few da^s signs h;i.\'e become of increasing fre- 
quency and importance that already this simple elementary 
economic pressure has begun to be felt in Gcj'inany. For a 
long tiirtc all the reports that reached this country of condi- 
tions of life in German}^ were to the effect that life as 
usual was going on just as if there were no war. Restau- 
rants and cafes wore' open, and iliere were no shortenings of 
th*' nuaras or enlargcjiicnts of prices. It was staled, 
oiricially and unorHc'ialiy, that Germany h.ad enough supplies 
for a 3a‘ar, witRthe further implication that a countiy so self- 
contajiied and economically independent would be able to 
re[>la(.:e the jmar's supply by another in tlie oi’dinary course 
of. the seasons. On the face of it,^ this optimism seejiied as 
ill-founded as the military optimism when tlie dependence 
of Germany on foreign sources of supply — c.g., in wheat, 
fodder for miimals, etc. — ^was taken account of. The natural 
conclusion seemed to be that if German}/ was consuming as 
much victuals and drink as usual at the usual prices, tlie 
elementary economic pressure would begin to be felt in the 
middle instead of at the end of the winter. 
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The belated warning of the economic Professors in Berlin, 
which has not been disavowed, and was perhaps suggested, 
by the Government, is significant. The Professors are 
obliged to fall back on the very rudimentary counsels of 
prudence and thrift which used to be the (:.onvrnv'inpl:-res of 
the old political economy. ''Waste not, want not/' has 
been expanded in the Germanic manner into five good-sized 
paragraphs, with illustrations. Not " life as usucisl/' but 
th,e simple life is to be followed — so simple that the onty 
bread is to be " war " bi^ead, and more refuse than usual is to 
be put into the sausages. 

More significant still is the intimation in the Times of 
December 23 that " about ten days ago the German Govern- 
ment's own organ, the Non'h German Gazette, and the chief 
military journal in Berlin, the Kreiiz Zcitiing, were confis- 
cated. Their crime was that they had published certain 
resolutions on economic subjects by the Cliamber of 
Agriculture of the Province of Brandenburg." One of the 
offending resolutions urged the Government to organise 
immediately a scheme of sale and purchase by the Empire 
at fixed prices of the corn necessary for the German Customs 
Union. This measure, it was said, must be taken " before 
it is too late, and in order to avert dangerous evils as regards 
the supplying the German people with bread." Another 
resolution called attention to the growing scarcity of salt- 
petre, which villainous substance is as necessary for the 
manure of agriculture as for the munitions of war. Atten- 
tion has already been called to the shortage of copper and 
oilier things of tlie nature of necessaries in war. 

But shortage of the necessaries of life or of war is not tlie 
only kind of economic pressure, nor is it always the most 
effective. There are more ways of dying both for nations and 
indh'iduals than by starvation, and starvation is a matter 
of degree. Semi-starvation is in many cases good for body 
and soul — the fasts of most religions have a foundation in 
reason. Granted that Germany has been accustomed of late 
years to import of one kind or other one-third of her food 
and drink supplies, it is quite possible that on the average, if 
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the adult German reduced his consumption by one-third he 
would be none tiic vrf.*rsc- — even Englisli people ha\’e been 
seriously recommended by the doctors to eat and drink half 
of their usual allowance. And even in the necessaries of war 
a shortage of supplies may be beneliciab since the economy 
of materia] may k-ad to an economy of men., as seems to be 
e\'idenced by the recent change in Ger.inan tactics in the 
West. c.. 

But there is a second kind of economic pressure that, may 
be even more ciTeclixa:; than shoriagt^ of nou'cssaries. Before 
the necessaries are consumed they must be <.listrll)uted 
amongst thc' people. And the means of distril:)ution may 
break clown under llie new economic ]>ressure of war. 

Supposes that oil Christmas Jiw. a sta.listician vv-re to 
prove tliat in England there was alnmdan<-e of meat and of 
materials for plum puddings to provide^ a full (dirislmas 
dinner for everyone in the kingdom, most jieojile would feel 
no surprise. Tliey look on thidr country as a land over- 
fanving ivith nu.-at and pudding. But if the same ('alculator 
were to say that therefore everyone on Cliristmas day would 
hai'e a good dinner, this conclusion would seem as ob\aoiisly 
false as the ■ah..-!' was obviously true. The people would get 
the dinners if they had the money, or if someone A<c with 
the money paid for the dinners. But no money, no dinner. 
Even Government officials must get their dinners out of 
taxes, and the paupers out of poor-rates, and tliosc who have 
no money and cannot dig and ai’e ashamed to beg must 
remain unfed. ^ 

These coininonplac’es may be put in a more scientific form 
by saying tliat in the modern State the mechanism of 
distribution is a complicated system of exchange that is 
worked entirely by money and the credit-substitutes that 
take the place of money. This mechamism is extremely 
intricn.te, and may be put out of gear and rendered partially 
unworkable by what seem to be very small causes. The 
failure of some great financial house {e.g., in .:866) has been 
suffi('ient to cause or occasion a severe and prolonged com- 
mercial crisis. The crisis of 1907 induced by the bad 
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banking of the United States had Mwld-wide effects. When ^ ' 

the present war broke out the first concern of the British 

Goveniincnt was the state of money and of credit. The 

Navy migh.t keep the seas, but the food supplies would not 

come ill unless they could be paid for, and if they were to be 

paid for the mechanism of exchange must be repaired in 

some way or other. Everyone knew by experience or 

report the evil effects of a breakdown of credit in a (^^Dinmer- 

cial crisis, and everyone expected the war to be as dislocating 

as ten commercial crises in one. These facts are only 

cilluded to in order to show the fundamental irnportaiicc of 

the money econoni}?^ in the industrial life of the nation. 

When people say that money is only a medium of ccxcliangc — 

only a nuxuis of avoiding the iiKmn'cnieiice.s of barter — they 

only express a half truth ; the other half is that in the 

modern industrial State money is practically the only ' 

medium of exchange. 

In simpler forms of society, in mediaeval times for example, V;: 

a great part of the wealth of the country was (Jisivilnnc-d 
without the intervention of money — the various village 
conrmunities and manors were more or less self-sufficing, and 
the shares of each member were determined by conditions of 
status. But the economic progress of society has been 4 | 

coincident with the substitution more and more of a money 
economy for what used to be called a '' natural '' economy. f 

A few years ago the extreme advocates of State Socialism 5 

proposed in effect a reversion to a kind of “ natural ^ 
economy.^ They proposed that the State— a kind of god f 

out of a jnadiine — should distribute all the wealth n^ide by ^ 

the society according to the dictates of natural or acquired 4 

justice. The Socialist State was to be a State without I 

monc3x Money was the root of all evil. The mone}^' power I 

was the greatest curse from which the world had ever I 

suffered, -imd so weiter. But as soon as the difficulties in I 

carrying on the distribution of wealth without money were | 

pointed out, thej/ were seen to be so formidable that the I 

mone}dess ideal was abandoned. I 

It is hardly likel^^ that the German Government, in the ^ | 
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midst of a war for oxistojico, can think of uiKlertaking the 
complete disti-ibiition of supplies in the same way as rations 
iiiiglit be distributed in a besieged fortress, in which no 
account would be taken of the money each one might happen 
to possess. 

And yet alroculy in Germany it is proposed that the State 
should take over all the supplies of food, and regulate the 
distribution. Such a resolution of the Chamber of Com- 
merce of Stuttgart was reported in the Times of the 23rd ult. 

E\^en if tlie central authority were to take corninand of the 
food siipplit^s for the whole of Germany in the wa)' suggested, 
it is doubtful if the distribution would. or could be effected 
witlioiil tlie intervention of money. The State might hx 
ina.xinuini prices, and might ordain that no one should bu}’ 
more than a certain amount. But in times of scarcity it is 
not only the state of prices but the means of purchase that 
must be considered. How arc the ordinary or usual incomes 
of people to be secured if through the want of raw materials 
manufactures arc lessened., and if the providers of all kinds 
of secondary luxuries find no demand for their services ? 
A large part of the able-bodied men are actively engaged in 
the war., and another large part in the industries and com- 
jumnications siib.sidiary to the war. They cannot at tiie 
same time produce the usual flow of consumable wealth. If 
tlie German soldiers are paid at all, they are certain!}’ paid 
far less than our so-callcd '' mercenaries/' and their families 
must be much, less well provided with money. 

It might be thouglit that if there v^as not enough money, 
all that tliC Government need do is to print more money. A 
writer i.u the current number of the Rotmd Table asserts that 
Gcriiiany can always print ofiP plenty of money. Nothing, 
indeed, is easier than to print bank-notes if you liavc the 
paper and the machinery. But people cannot eat bank- 
notes — they cannot even eat token silver coins or postal 
orders. To him who has most money most of the real things 
he is in need of will be given, unless the State doles out the 
ration.s and sees that the rations are consumed on the official 
premises. Otherwise the recipients may sell their shares, 
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and deprive their own families and themselves of food in 
order to get other things, for it is well known that if people 
are left to Lhenisel \''c.s they prefer the conventional secondary 
necessaries to the real healthy means of subsistence. 

If we follow" out this reasoning, it is easy to see that an 
apparent sufficicnc}' of supplies per head ma}/ in effect be 
associated with semi-starvation at one end of the social 
scale and repletion at the other. ■ Besides, people do/iot live 
by bi-ead alone, and to those who have been accustomed to a 
fair standard of comfort the enforced privations of ordinary 
luxuries will be a constant reminder of the hardships of war. 

Tlic money side of economic pressure must be considered, 
not only in the relatively simple cases of the money incomes 
of individuals, but as affecting the resources of businesses of 
all kinds. More and more joint-stock enterprise has dis- 
placed the private firm. As a rule, such companies borrow 
to the full extent of their credit. Before the w"ar there were 
evident signs in Germany of over-trading and over-expansion 
of credit. The liquidation may be postponed, but when it 
comes it must be all the more severe on account of the war. 

The German Government, wdtli all its pow'er, cannot get on 
without money; and it cannot get on simply by printing 
money. It must impose taxes ; it must issue loans. Every 
tax that is imposed or increased makes the next levy more 
difficult ; every new loan that is issued is more difficult to 
place. With the present enormous expenditure the pressure 
of neW' taxes and of new loans must be very severe in a short 
time. But this means that the great financml houses wall be 
put in danger and they ma}- be ti'usted to show the dangers 
of the collapse of the credit system of the country. 

When the economic pressure has begun to be ,felt in the 
failure of consuming power and of money pow-er, then these 
two kinds of pressure wall be increased by the third kind, 
wliich is the psychological. People often wadte of economic 
matters as if political economy had nothing to do with 
feelings or mental things, but only with bodies and material 
things. But in truth political economy deals with men 
mainly from the psychological side. Wants^ and their 
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satisfa-ction are the farrago of our little text-books. Take 
it in tlie concrete, some of the greatest strikes on record 
have been undertaken and cozitinued in the face of certain 
monetary loss, simply for some kind of sentiment. :Natioi:s 
will endure groat privations to secure S{.)methij‘ag on which 
they have set their hearts, and to the reader of history 
nothing is more saddening than the everlasting succession 
of great, wars waged for purposes that to the next generation 
may seem unreasonable. Can we suppose that the object 
of the present war, as presented to the German people by 
their own prophets, is such as to induce them to fight to the 
bitter end? Wlicn the dream of the world-empire has 
vanished in the mist, what is there left to fight for ? 

It may, perhaps, be tliouglit that tlu?. general arguments 
here advanced apply also to the Allies. That is true, but to 
a much loss extent. Russia, by its magnitude and by its 
relatively primitive economy, cannot be wounded in the same 
way as a modern industrial vStatc such as Germany. France 
and the British Empire have the command of the sea, and the 
command also of foreign credit. Even in these countries the 
e('.onomic pressure will be severe ; even in Britain there is 
need for far more elementary economy and far less extrava- 
gance than is being practised alike in low places and in high. 
But we have a larger margin to draw on than Germany ; and 
we have a cause that so appeals to our first instincts of liberty 
that, whatever may happen, the third kind of pressure, the 
psychological, will only harden our hearts. 
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THE ECONOXrC PROSPERITY OF WAR-TJ 3 \IE 
{Jan nary 9, 1915) 

Tiie reviews of the hnancial and economic covidilions of 
the principal countries of the world, which have been 
published as usual at the end of an old year, have revealed 
some asionishing contrasts. If we compare, for example, 
the United States of America with the United Kin.gdoin, tlic 
result of .n\'e months' war is exactly tlie opposite of what 
was generally aiiticdpated at the beginning of August. It 
was supposed that the United States being at p^'ace, whilst 
ail its great competitors were using all their resources in 
the greatest war on record, the outcome must be a great 
e.xpansion of American trade and industry and a corre- 
sponding economic depression in the belligerent countries. 
In particular, it was thought that the United Kingdom 
would suffer severely through theloss of trade, and at once 
a great stimulus was given to the creation of a large fund 
for national relief. But the annual reviews of the news- 
papers have shown that the economic forecast for the two - 
countries has apparently been exactly falsified. It is America 
that has been afflicted with the east wind that the angler’s 
verse tells us is good for neitlxer man nor beast, whilst the 
British Isles have had the west wind, which is the very 
best. Consider the conditions of the masses of the people 
as shown by the statistics of unemploymLent and pauperism 
in the United Kingdom. We are told that in both respects 
the figures are below the normal. In London there was 
never a Ciiristmas with so little flagrant destitution — a 
docker can earn, if he pleases, a pound a day. But in the 
United States unemployment is above the average, and the 

W.F. 3S 
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belated Note of the United States Government ascribes the 
depression of trade to the iiKinisitioii of the British Navy. 
What is trite of the United States seems to be true of other 
neutral countries. Holland, Switzerland, and Italy — even 
Spain and Portugal — are all complaining bitterly of the 
effects of the wa^r on their tirade and industry. 

As regards the British Empire, it seems to be only the 
parts that are most removed from the seat of war and its 
direct effects that are suffering. Emigrants are warned that 
the Britains overseas have no vacancies — tlu.:.y have enough 
to do to provide for their own sca-niaws. Austraiia, Nev' 
Zealand, South Africa, and Canada all tell the same tale — 
no room for emigrants owing to the wtxv and the consequent 
depia-ssiom In tlu; meantime John Bull liimself puts undca* 
arms a of millions of his best workers and supplies 

them with material comforts such as were never dreamed 
of before in times of war. If we take the family as tlie unit, 
many of the families of the soldiers are better off tlian in 
times of peace, and some of the non-c‘ombatants are having 
tlie time of tlieir lives in the plenteousness of the separation 
allowances. John Biih. was told that with the advent of 
a European war the London money market would be 
sin;ished and its glory be passed on to another. It is said 
that the Gca'inans (naturalised and other) laid mines for the 
financial explosion wliicli was to wreck the Bank of England 
and shatter London’s credit. What happened ? Apparently 
a week’s Bank Holiday was cnoiigli for John Bull to put 
his house in oixler. The crisis was effectually sj[ippressed. 
The best ])roof is that, according to the Times, all over the 
United Kingdom there has been a decrease in the volume 
of ImoWoncy during tlie war. Any part of the business of 
tlic country tliat seemed unable to run itself was run by 
tlie Government. Governmental control was carried to 
such an extent that the old presumption against Govern- 
mental management of business v/as reversed, and just at 
the very time wlien the extraordinary functions of the 
vState were enormously added to by the war, a demand was 
made tlnrqtlie State should undertake all sorts of things 
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that were usually managed by private enterprise. Under 
this new reliance on the State emergency measures have 
been prolonged and increased in scope and variety. With 
the new year the Stock Exchange has been made practically 
into a Governmental department, so sti'ingent are the rules 
against freedom of contract and any form of speculation. 

This extension of Governmental management has been 
accompanied by a great increase of Governmental nioney,'' 
Not only have Treasury notes been issued to the extent of 
over tliirty-cight millions as legal tenders for £i and los., 
but banking credits have been still more increased by all 
kinds of Governmental guarantees. The consequence is 
that the end of the year found the London money market 
in a state of ease that had not been paralleled for over 
t-.venty years. London was apparently rolling in money. 
And, as was often pointed out, this extraordinai}^ abundance 
of money and this buoyancy of credit had been attained in 
spite of the issue of an enormous war loan. 

Besides tills our Allies and the other States of the British 
Empire have all made calls on British credit and have all 
received assistance. It was reported that even the United 
States of America, in the early days of the war — long before 
the Note on contraband was thought of — was accommodated 
with, a loan of British gold. British credit seemed and still 
seems like the widow's cruse, with the Chancellor of the 
Exchequer as prophet. 

These exuberant signs of prosperity, especially as com- 
pared with other countries that are at peace, admit of 
exi)lanation, and the cxpla.nation suggests some misgiving. 

The expense of government to the individuals of a* great 
nation is like the expense of management to the joint tenants 
of a great estate " — so said Adam Smith in another connec- 
tion, but the cojiiparisoii is useful in dealing with war finance 
and its effects. The history of many great landed estates 
is a histoiy of the ruin of their original possessors by the 
accumulation of debt. Every new mortgage is accompanied 
by an abundance of ready money and corresponding extrava- 
gance. Thti particular village or city in which tlie expendi- 
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ture is made enjoys lor the time exceptional prosperity. 
Tiie reaction comes when the loan has to be renewed — when 
the capital has gone and the interest has to be paid. 

Tile present War Loan and the various extensions of 
Goveiaimental credits arc ossentially the same as the bor- 
rowings of the and the immediate effect is the 

same. LlKmgh the moral motive is different. It is not neces- 
sary to press the analogy. The same cirgument may be 
put ill a more general form. The moment in which war 
begins ... an immedia.te and great expense must be 
incurred, which will not wait for the gradual and slow 
rt..4urns of new taxes. In this exigency the Government 
can have no other resource than borrcrcv'ing.” Adam vSinith 
goes on to explain how in a country abounding in merchants 
a'ld manufacturers capital passes through their hands 
rapidly, and can be to a great extent diverted to the needs 
of . the State. He points out also that by lending to the 
Government they do not even for a moment diminish tlieir 
ability to carrj" on their trade and manufactures ; on the 
contrary, they commonly augment it. Certainly in the 
present war the Government has taken pains that the 
extension of public debt shall be accompanied with the 
extension of private credit. The subscribers to the new 
War Loan can borrow to the full extent at less than the 
Bank rate— even at 2 per cent, below this official rate. 
Tliese great sums raised by the State are expended for the 
most part within the country, and this increase of expendi- 
ture is for the time associated with increased, consuming 
power on the part of the people. As it liappens, this country 
also enjoys the immediate effects of the expenditure of other 
countries which have also been obliged to borrow either 
f(.:)r war or for safeguards against war. It is as if tlie village 
was enriched not only by the borrowings of its own landlord, 
but by the incursion into the festival of all his great spend- 
thrift neighbours. 

This explanation of our present prosperity is confirmed 
by an appeal to other examples of mortgaging the future. 
Tin* iniiation that precedes a commercial crisis is marked 
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by an undue expansion of spending power. The greater 
the inflation of the credit so much greater is the apparent 
prosperity. In essence the process is ahva3\s the same. 
Wealth that ought to be adapted for the supply of future 
needs — which is the main function of capital — is converted 
to present needs. The corn m-eant for seed is eaten up by 
the soldiers, the seed corn being typical of all kinds of 
capital, and the soldier t5’pical of all kinds of iinprocliictive 
labour. In the provision for modern war masses of capital 
must be sunk in specialised forms that cannot be used on 
the recurrence of peace. Economically the greater part of 
tlic expenditure is unproductive- — that is to say, it does 
not replace itself by new values. The -modern economist 
is apt to consider Adam Smith's distinction betvrecn pro- 
ductive and unproductive labour unreal. In war Ihc dis- 
tinction is vital. Who cannot see the difi'crcnce between 
the labour spent on the trenches in Flanders and the labour 
spent in the original reclamaticn of the Low Countries from 
the sea ? The expenditure of war is partly for the desiruc- 
tion of wealth, partly for the perversion of capital into 
forms incapable of use on the return of peace. 

The immediate effects of the expenditure of new loans 
and new taxes muH always be distinguished from the 
ultcricm effects. The immediate effect is an iiicrea^i'e of 
spending power — the ulterior effect is a diminution of 
capital. If the savings of the year are invested in war 
loans they cannot at the same time be invested in industrial 
undertakin|s. If the taxes on income are doi bled, the 
annual savings must be less. War tctxcs do not cease* with 
the war, and the interest on war loans is practicallj/ per- 
petual. 

vSoinc of the ulterior effects are not so obvious, but they 
all point in the same direction. The British Government 
has been universally applauded for the measures by which 
it upheld the credit of the country and prevented the out- 
break of a financial crisis. Similar action was taken in other 
countries. All over the world there were a moratorium for 
old debts and new issues of paper money and credits for 
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new expenditure. The natural result of this great increase 
in emergency currency and in emergency credit, according 
to economic, theory, would be a rise in prices — unless it was 
prevented by some superior counteracting cause. vSuch a 
counteracting cause would be found in the needs of war for 
groatoi amounts of currency and credits to carry on war 
industries and war operations. So far as this country is 
concerued, the supply of money and credits seems to have 
altogether oidsi rippv-d the elTective demand. The Economist 
of January 2 thus summarises the position : '' To-day our 
banking position rests upon the credit of the Government, 
and the ease which rules in the short loan market is largely 
due to the outcome of the huge addition wiiicli has been 
made to the sup})ly of funds by means of the issue of currency 
notes and the guaranteeing of loans and discounts.’' It is 
significant that in another article of the same journal it is 
pointed out that '' our index number for the last month 
(December, 1914) shows a marked advance, and has reached 
the highest level recorded for years.” The rise is specially 
marked in cereals. In spite of the command of the sea and 
. -f f’v...- trade and of great accumulations of wheat in London, 
the price of flour and of bread continues to rise. The contrast 
of the big loaf and the little loaf has found a new application. 
We are told that before the war the prices of foods had begun 
to fail, and that the indications were that prices generally 
would have been lower at the close of 1914 than for ma.iiy 
years if peace^had been maintained. As it is, prices are 
higher than for many years ; or, in the concrete; the penny 
loaf c 7 r the penny bun is smaller. 

In considering the rise in any group of prices, it is ahvaj-s 
difficult fo say how much is to be set dovvii to a general rise 
of prices due to monetary influences and how much is due 
to special causes. In the search for the present rise in the 
price of wheat, attention has been mainly directed to the 
sui)p;:sod increase in the cost of the supply — the rise in 
freiglits, insurance, etc. It is forgotten that in all cases 
\aih.ies depend not only on supply but on demand. By 
demand is meant effective demand, and ejSccti\'e demand 
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incaiis a demand the desire element in which is backed by 
the power to pay in money. A great increase in the distri- 
bution of money in a country increases so far the immediate 
:nco,iis of purchase. The returns of the mint, just issued, 
show that besides the great issues of Treasury notes for los. 
there has been an actual inci^case in the coinage of half- 
sov-rcegiis, and in addition an enormous increase in the 
coinage of silver. Everything points to the niasse^i of the 
people having more money to spend. This is, of course, 
pleasing, but the worst of it is that the benefits of 
rising prices, due to expanding currency, are short-lived, 
and in the end such expansions are in general prejudicial 
to the masses of the people. 



chapi^:r XIII 

THE INFLUENCE OF DEMAND ON FOOD PRICES 
[January 27, 1915) 

The price of English wheat in the week before tlie out- 
break of tile ^var was 37.S. ’3^, per quarter, and the latest 
qnolati(jn is over 565. — that is a rise of Tlie 

■present price seems still higher if compared with the price in 
Januar}/ last j^ear, when it ranged about 30s. Tlic rise in 
English oats is greater in proportion than in wlicat, the 
price having risen from i8s. 2d, last January to m'^arly 366'. 
at present — that is, practically double. Tlicre have been 
corresponding rises in most food prices except potatoes. 
As regards meats, the greatest rise has been in the imported 
kinds and in the inferior joints ; that is to say, the cheaper 
kinds of inccit have risen most. For a time the most marked 
rise in price was in sugar, but tea, apart from the tax (which 
is proportionaiciy heavy on inferior qualities), has not risen 
appreciably. luslx and eggs have become unusually dear. 

In other important articles in ordinary household expendi- 
ture a rise has taken place or is threatened. Coals have risen 
and are rising. A recent report stated that in Glasgow the 
state of the mai'ket justified a rise in house rents, but 
aiiparcntly tlic owners aoul the agents tliought ilu‘ time 
unsiiitahic on scniimeriUil grounds. Neither in Glasgow, nor 
elsewhere prolnibly, ]xa\”e house rents fallen owing to the war. 
The general i'esult is that all round an ordinaiy income of so 
nnudi a w-eek or so much a year will obtain a good deal less 
tlum it did before the Avar. And yet, in spite of the rise in 
prices, whieh woiud naturally press most Ixeavily on tlie poorer 
elasses, theiv does not seem to be any exccplioiu-I distress 
for the middle of winter. On the contrary, many of the 
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signs of iiiateriai comfort are above set fair on the national 
barometer. 

So great and general a rise in prices, however, has its 
inconveniences and discomforts. People with fixed salaries, 
especially if the)" come within the full blast of the income 
tax, must perforce economise in something, if it is only in 
dismissing their servants or cutting down subscriptions. 
Tlicy have also the added discomfort of feeling thaLthe rise 
in prices is increasing the incomes of the fortunate people 
who are interested as traders or carriei’s or speculators in the 
dearer things. Even the working classes in many cases find 
that their money wages do not rise so fast as their expenses, 
and in certain cases even suffer a fall. On balance, the rise 
ill prices causes a shifting of burdens and of enjoyments that 
docs not necessarily mean a nearer approach to ideal justice. 

Whctlicrr the e\il (if it is an evil) is in bulk sufficient to call 
for such a drastic remedy as an all-pervading and all- provid- 
ing scheme of Governmciitai control is hardly worth dis- 
cussing, because the difficulties in practice are far too gi'eat, 
even for the Germans. And in anyxase, unless the causes 
of the rise in prices are first of all made clear, any action of 
the Government is just as likely to be prejudicial as beneficial. 
Take by way of illustration one proposed practical remed^^ 
The rise in food is attributed to the rise in frciglits, and the 
Government is entreated to increase the .supply of ships in 
various ways so as to lower freights by competition. But at 
the same time we are told that the rise in freights is due to 
the scarcity of labour to work the ships, including the 
unloading. The port of London is so overcrowded that 
cargoes cannot be put asliore — they must await their turn, 
and that turn is a long \vay off. London is said JlO be over- 
flowing with goods that cannot be distributed ; and taking 
wheat in particular, the supply afloat is said to be greater 
than this time last 57car. If, then, the Go\X'rnment is to add 
to the number and the activity of the ships, the labour will 
become relatively more scarce, the ports more congested, and 
the price of food higher. 

Some people think that war prices are alwaj^s-of necessity 
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high prices, and that there is no more to be said. But, as 
pointed out in the first article of this scries, history shows 
that of itself war does not make prices high, and that during 
the last two centuries there are about as many periods of war 
with low or ordinary prices as with high prices. Even if 
war does raise prices, the connection between war and 
prices is by no means obvious. 

Why in war-time do some prices rise more than others and 
some refuse to rise at all, or even fall below the usual peace 
level ? Why have Englisli oats risen more than wheat ? 
Why has the clrillecl and frozen beef of the Argentine risen 
more than th.e roast ‘beef of Old England? Why are tire 
prices of Stock Exchange securities so low ? Why is cotton 
so clicap that in Egypt the Government is asked to ix'strict 
the area of cultivation, and the price of \vb.ea,t so high in 
Britain tliat the Goveimment is asked to give soine kind of a 
bounty on production ? If it is of the nature of uxir to raise 
prices, why should the State be called on to fix not only 
maximum price's in some things but miniiuuni prices in 
others ? When the supporters of the Avar theory of high 
prices are confronted by tliesc conuiKinim.s, they reply that 
it all depends on demand and supply, which is no doubt quite 
true, but is equally, true in times of the most profound 
peace. 

The most wide-reaching principle affecting the relative 
values of all things that bear a price or are subject to mone- 
tary bargains of any kind is that the prices depend on the 
demand and the supply. There is only one general -exception 
wliich arises when tlm prices arc fi.xed by somo external 
authority, as, for example, the Government or cusloin with 
tixe power of law. liven in this exceptional case, consciously 
or uuconsciously, the external authority aiust pay regard to 
tlie conditions affec-ting tlie demand and the supply — the 
prices cannot be piirety arbitrary. If the State fixes the 
prices too low the supply will not be fortixcoining, as we are 
told is th.e case with the food prices in some parts of Germany. 
If the price fixed is too high the demand is killed, as we see 
in our own minimum prices for Consols. 
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The important point to notice is that in all cases we must 
pay regard both to the demand and to the supply. In the 
determination of all kinds of values both factors must always 
be considered. This elementary truth is constantly forgotten 
in cases of the highest practical importance. Even in theory 
for a long time it was not properly appreciated. There is 
ahva3."s a tendency both in practice and in theory to hark 
back to some “idea of ''natural'' prices that depend on 
something more fundamental than mere demand and supply. 
It is admitted that temporary changes may occur through 
sudden changes in demand or supply — e.g., the closure of 
some great consumers' market, or converse^ of some great 
source of supply. But there is always the idea that in time 
the prices will return to the " natural " level. If we ask, 
On what does this natural level depend ? then we are told 
on the cost of production — that in the last resort all values 
must conform to their cost. If anything costs more to 
produce it will no doubt sell at a higher price, provided 
always that the demand is not checked or killed. But the 
whole history of economic progress shoves how^ the cheaper 
thing has displaced the dearer, through the corresponding 
changes in demand. All prices depend on demand as much 
as on supply, and cost of production is only one of the 
elements affecting supply. In important groups of prices we 
cannot bring in the idea of cost at all. Take, for example, 
building land or the stocks that represent national and 
municipal debts. The idea of cost is in these cases quite 
inappropriate, and yet in both cases values depend on 
demand and supply. But even when the idea of nati|ral cost 
value is given up people seek for some other " natural " 
foundation- They talk of intrinsic values. Tho chairman 
of a trust company tells his shareholders that after the war 
their securities will rise again to their " natural " level, and 
assert once more their intrinsic value. He would admit no 
doubt that a good deal would depend on the rate of interest ; 
but what is the " natural " level of the rate of interest (say) 
so as to get rid of the risk element for first-class securities ? 
Who would venture to answer this question in the face of the 
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lilstory of our own Consols during the last twenty years ? 
We are always brouglit back to the funcamental position 
that in every case of things that bear a price the relative 
prices depend on demand as well as on supply. In a sense 
wages are the price of labour. Who will sa}^ that the prices 
of the varied forms of labour depend on their costs of produc- 
tion ? Yon can no doubt conciliate tlic cost of rearing a 
child as you do the cost of rearing a calf, but when the child 
comes to earn a living his wages will depend quite as much 
on the demand for his labour as on the cost of his production. 
Agiiin,. interest is the price paid for the use of capital for a 
time. Hut who would assign the cost of production of 
iiiteresl-lxuring securities as the determining (‘lemeu': in 
their re!a.Li\'e values ? And so it is tlirougli the whole ro.uge 
of things that bear a price — wc must always take account of 
the demand as w^'cll as of the siipphu 

When any sudden change of price is observed, the change 
must be due eitlier to some change in tlie clemcMid or in the 
supply, or in both. TliC outbreak of a great war is likely to 
produce very great cliangcs both in demand and in supply 
as regards all kinds of things. But in all these cases both 
elements must alwa3\s be considered. Even if the most 
noticeable change is a shortage of supply, still we have to 
look to the demand. It niay be tliat coincidentally with the 
siiortage of supply thex'e is also an exceptional demand, as in 
Germany for copper. On the other hand, it maj' be that 
with a falling off in supply there may be a still greater check 
to d(nnand, as in'tlie raw cotton in this countrjo ^ 

in the search for the recemt movements in food prices all 
the scarcliliglits seem to ha\M:‘ been turned on to the siq^ply 
and tlie costs of production of tlie supply. The demand siclo 
has been ovoiiookod. But tliere arc several ways in which 
a change in demand consequent on the war may have raised 
prices. 

Demand always depends on two elements — the desire to 
possess, wliicli is only limited by satict}^ and the means of 
purcliase, wiiich in most cases are limited by earnings. If 
j:>eople wniit anything more earnestly or greedily, thej'^ will 
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give more for it. If they have more money, equally they 
will go nearer to the limits of satiety. Unless they have the 
money, no increase of desire will raise prices. The late 
Robertson Smith used to say that in the East great famines 
were often accompanied by no particular rise in prices. The 
people died of hunger, but their demand was not effective. 
They had no more money thai\ usual. 

On both these sides of demand the outbreak of the present 
war has tended to raise food prices. Take first the money 
side gencrai]}'", or the means of purchase. All the w^orld over 
tliere has been a ^reat increase in the amount of monej^ All 
the Governments have been making money and spending 
money. They have made the monej^ by printing notes or 
postal orders, or by coining silver, or by creating bankers' 
credits or giving guarantees for such credits. In this country 
every kind of money has been increased. If bank-notes to 
the extent of forty millions or more are thrown into circula- 
tion, unless they simply displace some other form of money 
they must increase the spending power of the classes who get 
hold of them. The outbreak of war brings an excessive and 
sudden demand for certain kinds of labour. This labour is 
paid at higher rates, and in some cases works day and night. 
The cost of the upkeep of this labour and its dependajits is 
more than in time of peace. The greater cost means that 
more money is put into circulation. But the people who get 
the new money spend it, and the increase in their demand 
for things raises their price. The fortunate producers and 
sellers of Gie things spend the extra wages -and profits, and, 
in the words of the old song, '' that's the way the money 
goes." Vvhen the new money has gone all round thin there 
is tliat mystery fulfilled that is called a general rise in prices. 

It is of course possible that the increase of money in 
different forms may have been counteracted by the contrac- 
tion in other forms, or by the increased needs for circulating 
a new mass of things. Both of these possibilities seem of 
little importance in the present case. But apart from any 
general rise in prices of the kind just described the other side 
of demand— namely , the desire clement — also points to the 
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probability of a rise in necessaries. If you send a iniliion 
young men on long route marches they will probably eat a 
good deal more bread and meat, and they ^viii wear out more 
boots and shoes than usual. The armies at the front and at 
home, under the British ideas of necessaries/’ are no 
doubt amply provided, and the extra demand is no doubt 
allowed by the various middlemen concerned to have its 
full effect on prices. The rise in the price of boots and shoes 
can hardly be ascribed to congestion at the ports. The 
demand for woollen c](?th is probabty unprecedented. 

One of the compensations of the war ill this count has 
been the rise in the demand for unskilled and casual labour, 
and for some forms of skilled labour that before the war were 
t;a.niing wages below a reasonable standard of comfort. Tb.e 
standard of comfort has been raised for the time by better 
employment at liigher rates, and the nominal money earnings 
have been converted into real wages by a greater demand 
for all kinds of necessaries. . In the case of the very poorest, 
the fluctuating margin that always feels the pincli of short 
commons, a rise in the price of bread may, as Sir Robert 
Giffen observed, actually lead them to increase their con- 
sumption. The reason is tlicJ with the rise in bread they 
have less money left over for other things. It may be more 
satisfying to buy more bread witli this little surplus than to 
take a diminislied supply of some food that is more of a 
luxury. Changes in demand lead to all kinds of substitii- 
with corresponding variations in the prices of the 
siip}:)lies demanded. 

It is to be hoped that the Board of Trade will turn some of 
its inquiries into tlie \^aried problems that arise in connection 
with, demand in war-time. It would certainly be surprising 
if tlie greatest war on record only affected values through 
disturbances in supply. 



CHAPTER XIV 


> 

DEPRECIATION OF CURRENCY AND THE RISE IN 

PRICES 

{February 17, 1915) 

It was laid down by ilachiavelli in his book on the art 
of war that it is preferable to conquer the enemy by starva- 
tion rather than by force of arms if the alternative is open, 
the former method being much more sure and in general less 
expensive in men and treasure. In modern times for starva- 
tion we may read economic pressure, of which starvation 
is the climax that is seldom reached in pracdice. Before it 
comes to the stan'ation even of the prisoners of war and of 
people of the occupied territories it is quite possible that 
Germany may feel that the economic pressure outweighs 
any possible gain from further resistance. One of the less 
obvious forms of economic pressure is the monetary influence. 
The facts bearing on the monetary situation can only be 
appreciated if the meaning of the terms in which they are 
expressed is understood. Depreciation naturally suggests 
something decadent and uncomfortable, and we are all 
pleased to, read in the papers from time to time that the 
German currency is depreciating. On the other hand, the 
dei:)rcciation of the Russian currency is put down as a point 
against the x^IIies. If anyone should suggest thart the cur- 
rency of the United Kingdom is' depreciating or in any 
conceivable danger of depreciation either his patriotism or 
his judgment would become suspect, the name of depreciation 
being so very unpleasant. 

ITie term depreciation, however, as applied to money has 
two distinct meanings. One of these meanings is quite 
harmless from the patriotic point of vieW'. Y'itli this mean- 
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ing we may speak of depreciation of our currency witlioiit 
fear of the censor. This is the kind of depredation that with 
another name is at present attracting the attention of the 
public in general and of a committee of the Cabinet in 
particular. Our monetary standard on which all the otlier 
forms of our currency are based is the pound sterling or the 
golden svAvrc'ign. Everyone now knows that since the 
outbrciijc of the war the pound sterling has lost in purchasing 
power. Tlic very meaning of a rise in prices is that a pound 
or a shilling does not go so far as it did. Such a fall in the 
purt'luising power of the pound is the same thing as dc^procia- 
tion in the first of its meanings. It is the meaning of depre- 
ciation, that is applied by writers on finance not only to 
particular national currencies, but to gold itself considered 
as th.o basis of tliese currencies. When we spc*ak of tlie 
depreciation of gold we mean a general rise of prices in 

terms of gold -that is, a given weight of gold gets less of 

any representative group of things. It is always necessary 
to keep in mind the distinction between general prices and 
the particular prices of particular things. Th.e distinction 
may be made clear by an illustration from yacht-racing. 
If all the yachts begin to show slackc^ned speed we naturally 
suppesu it is due to some cause affecting ail more or less in 
the same way, such as the force of the wind or tide. If there 
are changes in the I'elative positions, then we ascribe it to 
tlic sails or the men or the build or the luck of getting some 
spoc'.ial capful of wind, and so on. 

in the same way w-itli prices, if we .find that on the average 
all of,tIiem have gone up, then we ought to loolc for some 
vetry general cause or causes that are likely to affect all the 
things in the same direction. When all the yachts begin to 
sail on llte a.verage about twice as fast as they did, nobody 
supposes that all the i'.rews have suddenly waked up or that 
the art of the yacht-builder or of the skipper has at last 
been re\^ealed. But with a general rise in prices the invari- 
able practice of the practical man is to look to the particular 
causes a,ffccting the particular things, taking each thing by 
itself. In tlie debate on the rise in food prices in the House 
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of Commons the attention was entirely devoted to the 
special causes affecting the food. Some progress was made 
tovviU’ds a solution by the Prime rCinister, who admitted 
that we must look at demand as well as supply. Hitherto 
most people had insisted on the shortage of supplj^ as the 
principal cause, with a special leaning to a shortage caused 
by the nefarious pur-'d im.-s of American corner-men or 
British shippers. In face of the Board of Trade returns 
no one can say that there is an actual shortage of supply ; 
but the Leader of the Opposition siiggestccl tiuit the real 
cause of the rise was the fear of a shortage, this fear being 
taken hold of by the speculator so as to make the flesh 
creep of the prospective consumer, who thinks of being 
made to fast in the long days of June. 

The Prime Minister made an advance on the shortage 
theory by bringing in some of the influences of demand, 
but he never got beyond the special influences of the special 
demand. He never supposed or stated that the rise in food 
prices is in any way part of a general rise due to general 
causes. 

That sT.di. a general rise has in fact taken place during 
the period of the war is evidenced at once by a reference to 
the Economist index numbers. These index numbers are 
based on groups of forty-four representative commodities, 
and some of them have gone down in price, e.g., cotton. It 
is as if forty-four yachts had greatly increased their average 
speed, though one or two had dropped out of the race and 
one or two had gained on the rest. The Economist calls the 
rise '' portentous.'' The general rise on the averctge oblast 
July is 20 per cent., and the rise on the average of the basic 
years of 1900-05 is as much as 36 per cent. No examination 
of the special causes affecting particular things will account 
for these general movements, though they will explain why 
some things have felt the movement more and some less. 

When people are forced to recognise that a general move- 
ment has been in progress that must be ascribed to some 
general cause, they are content to say that it is all due to 
the war, but, as observed before (Chap. XIII.), they do not 
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explain why it is tliat war raises some things and depresses 
otliers, aaid still less do they recall tlie fact that wars are 
not alwa,ys characterised by rising prices on the average. 

The Prime jLhnsler compared present prices with the 
prices that pre\'ailcd after the conclusion of the Franco- 
German war, 1871-75, and .showed that prices then (except 
coal) were liighcr than at present. But he did not irientioii 
that Jor twenty years thereafter there was a continual 
decline, sliown in the Economic by a fall from 126 in 1S75 
to 88 in 1895 (coiupared with tlic basic average of 100 in 
.iS.j-v sen. 'riiis ireniendous fall was iinquestionahly con- 
nected with causes affecting the monetary sUindard, tliat 
is, gold itself, as, for (‘xample, the falling oh in the supply 
and the increase in the demand through the dcinonctisation 
of silver. 

In tlu.^ same way the rise since 1893 has been iiatui’ally 
ascribed partly to the very ‘great increase in the supply of 
gold and partly to a corresponding inflation of credit and 
representative money all the world over. These monetary 
causes are certainly what Bacon used to call vcrac causae, 
tlia.t is to sa}', they are capable of producing the effect 
assigned. Thej^ are not imaginary or imgllgiblc. 

Vv'Iien we are confronted with the rapid and general rise 
in prices .sio'ce the beginning of the war, which is the more 
remarl^able as it set in in face of a continuous fall for the year 
preceding the oiitbrea.k, we ought to consider if there has 
been any change in the monetary position likely to assist 
in bringing about such a state of things. 

The first reference to the demand and the supply of gold 
seems to suggest that witli the w'ar we ought to expect 
ratlier a fall in prices tiian a rise. With regard to supply 
all the great foreign banks have taken to hoarding their 
gold, as if tliat were the lieiglit of financial wisdom. Tlie 
.Bank of England has hitlierto been in the fortunate position 
of creditor for gold as compared with other countries, but 
e\-ei.9/onc r<.'.membcTs liow, at the beginning of the war, we 
were all told it was our duty to put all the gold we had in 
the banks. If tlien, the outbreak of vear was the signal 
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for all the banks to get gold and keep it At is not easy to see 
how the rise in prices can be ascribed to any increase in gold 
money in circulation. On the contrary, even if we neglect 
altogether any idea of pidvate hoarding, the action of the 
banks alone would lead us to expect a fall rather than a 
rise in prices. The gold hoarded in banks cannot affect 
prices unless it is used in some way, and it is certainl}' not 
used in circulation when it is hoarded. But when me look 
to other inoiietary causes (apart from the actual circulation 
of gold), then we find abundant reason for expectation of 
a rise in prices. Any gold withdravvii from circulation has 
been more than replaced by other forms of legal tender. In 
the United Kingdom, especially when we look to our very 
liighly- developed banking system, the increase in the actual 
amount of legal tenders has been enormous. The postal 
orders were only withdrawn (or rather notice of withdrawal 
only was given) last week. How much of this legal tender 
wiis in use we have never been told. The Treasury notes 
reached over £3(8,000,000, being regularly added to 
every week until the end of the year. How the notes 
were issued, or why they were issued, again we were never 
told. 

At first it was said they were to provide the banks with 
emergency currency, but according to the accounts pub- 
lished, the banks took only a very small amount at the 
beginning. It looks as if the Government printed the money, 
and spent it in meeting the cash expenses necessary for the 
war. Perljaps such a course was inevitable— but that does 
not get rid of the consequences. The notes were effectually 
thrown into circulation side by side with the postal orders 
and an a.bundance of new silver. At the same time once 
the shock of the beginning of war had been neutralised, the 
banking S3'\stem of the country returned to its normal 
health. It is not as if there was a general refusal of everyone 
to take the cliecjue of anybody else— it was not as if we had 
sudden!}^ acquired the French habit of paying for most 
things in bank-notes or coin. Tlic fall in the Bnnkenf 
tlearing Returns is probabh^ accounted for by the closure 
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of 1:1)0 Stock Exchanges and the restriction on dealings of 
a speculative character. 

All former experience shows that if in any country a 
large addition is made to its legal tender it is followed or 
av'coTnpanied by a rise in prices. A certain increase is no 
doubt required with the growth of trade and population, 
but any sudden great increase is quite different. 

It n^ay be objected that the Treasury notes and even 
the postal orders wore* always convertible into gold on 
demand (or to silver coin on a parity with gold). We are 
not like the miserable Germans, who before the war (by 
way of preparation) imported gold at a loss to hoard in the 
Reichsbank, and when war was declared promptly inade. 
their notes incoux'ertiblec We, on the contrary^ made a 
declaration that anyone could take a postal order to the 
Bank of England and get it changed, and so of the Treasury 
notes. But as for giving facilities to make the convertibility 
eFi'ecti\x' all over the country, the very rex'erse was the 

case the banks were encouraged not to pay out gold. The 

fact remains that six months carter the declaration of war 
the London money market was in a state of otiose repletion 
and the channels of circulation were filled to the brim with 
emergency currency. 

Since the beginning of the year there has been some 
contraction, but there is an old proverb that you do not 
cure the wound of the arrow by unbending the bow, and it 
will take time and discomfort before the contraction can 
become effective. 

The natural result that might be expected from such an 
inilation of currency is confirmed by other recognised signs. 
Iiiflated price's eiuxjuragc inq)orts and discourage exports. 

A glance <xt tlic ladest returns of the Board of Trade shows 
that the values luive risen largely, so that the aggregate for 
January is practicall}^ the same as last year in spite of the 
war. But the exports tell a verydiffcTciii story, their aggre- 
gate \nlue being 40 per cent, less as compared with a shrink- 
age of im])or[s of only 0*8 per cent. If this disproportion 
coiit ! ime.h the London money market is likely to be enlivened 
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by the exit of gold, though the gold at Ottawa (or elsewhere) 
at the credit of the Bank of England may act as a buffer 
4 for the time. But one thing is certain' — a continued excess 
of imports over exports, due to inflated prices, will lead to 
a demand for gold. If the demand for gold is not met, the 
notes become inconvertible. compared with gold, they 
sufler a specific depreciation — a pound note will not be 
accepted as readily as gold. Which things, happilr, have 
already come to pass in Germany — the general ilepri:chi.li ( ju 
of the notes shown by the rise in prices has become marked 
as compared with gold ; and the foreign exchanges sliow 
; a speci fic depreciation of German currency of over 10 per cent. 
This second kind of depreciation is for the time of no interest 
to anyone in this country, and it is to be hoped that the 
dis1o('atlor: of the foreign exclianges imiy never become 
a matter of popular concern. 

In conclusion, it may be said that so far as the present 
rise in prices is due to an inflation of the currency, we cannot 
expect any return to a '' natural level until there is a 
corresponding effective contraction. During the last two 
w'eeks there has again been an increase, and the reversing 
process is always difficult, especially in time of war. 



CIL^PTER XV 


LABOUR AND THE WAR 
{March 4, 1915) 

‘"Die Loliiifrage ist eine Ciiltiirfrage/’ — Brkntano. 

It may, ])c‘r]ia])s. seem ridiculous at the prt^senl lime to take 
as llie texl for an article on Labour a liUle bit of Geririan, 
which translated means — “ The wages question is a questiuii 
of Culture/’ “ The wages ot Kultur is deatii” Wi;;.ild seem 
a mon^ appi’opriate s(S]timcnt to most people. I’ht^ clioice 
of thc^ text admits of a personal explanation, and also serves 
to throw light on the general question of the altitude of 
British labour to the war. Thv- first book I published on an 
economic question, so far back as 1S7S, dealt with the 
“ Effects of Machinery on Wages/’ and I took this sentence 
as a jnotto so as to indicate in my view the breadth of the 
problem. The first difiicult}’ that arose was one of interpre- 
tation. Even tlu? meaning of machinery is not obvious. 
Are we to inc lude the mac'hiner^^ of transport and communi- 
cation — c.g., t(‘legraph wires and railwa3^s ? But the proper 
nu'aning to be given to wages is stiii more dimn;]-'. Are we 
mean by wages simply tlu^ price of labour, as if labour 
were a coriunt:K.lity to be bought and sold just like any other 
commodity ? ^ And if tliis is the meeaning, what is to be the 
unit of iiieasurcuneut ? Are the wages to be reckoned by the 
lionr or the day or the year ? Or, again, are we rather to 
takc.^ account of the work done or the task accomplished, ai^d 
ilien how iuo we to get any common measure of the quan- 
tity of !a.l:)uiir ” in\’oI\T‘d in these varied works and days ? 
The price of i\uy ordinary thing — a pint of beer — is 
cinito definite, but the price of a ''quantity of labour’’ 
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socn-is only to admit of indefinite interpretation in any com- 
plex society, 

The difficulty may be put in another form. Everyone now 
is more or less familiar with the distinction between nominal 
and real wages. By nominal wages we mean the amount of 
money received in exchange for the labour, and by real 
vcages we mean in the first plac^ what the money will fetch 
in terms of necessaries, comforts, and luxuries. But when 
we look into real wages more carefully, we soon see tfiat the 
meaning must be still more extended. Honour, said Adam 
Smith, forms a great part of the reward of all honourable 
professions. Anyone on the look-out for any kind of job 
will take account not only of the money wages and the hours, 
but of all the things — honour and the rest- -which go to 
make up the environmomt or the circumstances of the case. 
The wages may be all right, and the hours, but if other things 
are wrong the case is altered. It comes, then, to this, that 
if by wages ^ce are to !nean the full reward of labour for the 
sacrifices of labour, we must lake account of all the things 
that affect the conditions of labour. And that is what the 
German professor meant by saying that the wages of labour 
is a question of culture — not merely one of bread and butter 
and money. The book of which this sentence was the con- 
clasion was a study of the history of the origins of Trade 
Unions in England, the clcissic home of libert}^'' as he 
called it. For many years this book was the standard work 
on the subject both abroad and in Britain, 

There still remains one other difficully of interpretation, 
wliether we are considering machinery or war. What is 
labour ? In dealing with questions of labour, Adam vSmilh, 
who was by hr tlie'naost practical and the broadest of econo- 
mists, took liis iiliistmtionsfrom all kinds of labour-lawyers, 
chiirchinen, professors (he was one liimself), and, in short, 
from any kind of the gainful occupations of mankind. In 
dealing with labour in relation to war there are advantages 
in taking this wide interpretation. In war as in macliinery 
we see at once that ordinary manual labour is not the only 
kind tliat must be considered, espcciall}^ in the mo,clera army. 
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]\Iilitaiy organisatioii, if it is to be effective, deniavids the 
liigliest forms of skill and endurance far more than in the 
ordinary business of life. Probably that was what Adam 
Smith had in view wlien he said that war is tlic noblest of all 
arts. No one is likely to overlook the importance of the 
Iiigher grades of labour in war, and everyone would admit 
that they furnish the best exdinples of the case where lion on ■ 
forms the greatest part of the reward. But in war as in 
machinery there are advantages in taking separatel}/ the 
wages of labour in the sense in which wages are contrasted 
with profits and with professional fees or salaric:;, and the 
lahonr is manual labour of different cpiahtics as n.-gards 
skill What, then, is the effect of wiir, or more precisely of 
tlie present war, on usages, and specially on tlie wages of 
ordinriry British Icibour ? 

The letter recently sent out by the Parliamentary Recruit- 
ing Committee to householders was accompanied by a w-ry 
detailed statement of the money wages and the compensa- 
tions to be obtained by those who enlist for the pericjd of the 
war. The Germans will no doubt see in the coinparativ'c 
generosity of the terms ofiV'red iinother proof that the British 
Army is an army of meiT.enaries. If the recriiiting should 
in any fall short of the requirements they will argue that 
tlie price offered to labour was not high enough, and that in 
tile choice of a job the British working man only thought of 
tlie money wages. They will comfort themselves with the 
reHection tliat an army of mercenaries is not to be compared 
with- an army that is a nation in arms impelled only by tlie 
sense of duty. 

The cpiestion of ''mercenaries'' against conscripts — for 
that is wlint it comes to — raises vt^y interesting problems 
botli of morality and of military efficiv-ncy. Tlie appeal to 
histfiry gives conflicting results according to circumstances. 
Wlum the Chrnnans say we are mercenaries they use the term 
of course as a term of abuse. It is easy to show that in our 
caso as a term of abuse it is inapprr>pi'iatc. Even the 
Gennans would admit that the Regulars, that is to say the 
lirofessional meiTcnaries of the British Army, can be com- 
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pared with any equal number of any conscript army with 
advantage. They are s ipi- = :■: ?:■ in efficiency and superior in 
moral. The latest testinioiw is that of Viscount French. 
It is a matter of hist or j/ that Wellington’s armies were made 
up for the most part of the lowest ranks of the people — the 
words used to describe them were much less polite — ^"out under 
■v-his command in morale they uVre models compared with the 
conscripts of modern Germany. ^ 

The German is by nature a Ixj-okworm, and he gets his 
ideas of mercenaries from books and bookish traditions. 
From other e\aden(:es we know tliat the modern German has 
been giving much study to his Maciiiavelli. He has used for 
his purp'iuse the writiiigs of that eminent man even in the same 
wire as the De\'i: may quote Scripture. We know that the 
great FioKlerick attached a high '\‘‘a lue to Machiavelli’s treat is-e 
on the art of war, and we know that German modern 
diplomacy is based on the Prince.'' Maciiiavelli, like all 
the great Italian writers, was a devoted lover of Italj^ and 
looked with horror on the way it was broken up into warring- 
little States, and lay open to tlie incursions of the hated 
foreigners. The root of the evil he found in the system of 
mercenaries that was universal at the time in that country. 
All the different States hired mercenaries when tliey wanted 
them, just as they hired masons and otheis for public build- 
ings. The leader of any body of mi'ricenaries sold liis ser\ices 
frankly to the highest bidder. The various bands liad a 
kindly fellow-feeling fol' one anoihr-r, and in the course of 
time, under tliese kindly feelings, the game of war became 
as much a game and much less dangerous^ than present-day 
professi^junl roothall. Your proper medi£eval mercenary was 
a horse soldier, and so encased in armour that he was onty in 
danger of death by falling from his horse and being trampled 
on. ilachiavelli describes a battle for a bridge that was 
several times taken and retaken, arid at the end of the day 
the total loss on both sides was one man crushed under the 
horses’ feet. But in those days the game of war was by no 
means a game to the spectators, or even to those who paid 
the professionals. When a mercenary army invaded any 
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territory it laid it waste exactly as tlie Germans had laid 
waste Belgium. A large part of the real wages of these old 
mercenaries was in plunder, and they took it ; a large part 
of their pleasure in war was in what the Germans now call 
frightfiilness, and they murdered and ravished and burned 
out of pure lust. But they never pretended they used the 
frightfulness to bring the war fo an end. Th.erc was nothing 
they waited less. As soon as one war was over they had to 
look for another. A time of peace was a time of misery to 
these professionals. Morally they were a poor lot. Yet 
they had their qualities ; if not religious, they were at least 
superstitious — they did not burn or plunder churches or kill 
priests, though in the sack of a city such things inigiit happen. 
Tliey lionourably observed the. unwrilten laws and <'astoms 
of war. In other times there were oth(.‘r kinds of merc.(‘na.ries 
— Gibbon is full of examples. In his famous chapter on 
Attila and the Huns he remarks on the imprudence and incom- 
petence of the Roman Emperor vho did not hire for his 
defence against the Huns the mercenary hordes of Asia. 
Incidentally he says that the cheapest of all things to buj-" 
is tlie courage of the common soldier. 

To what does all this tend ? What is the bewaring on 
pr(:sent recruiting ? The bearing is this — If those who 
enlist in the United Kingdom for this war are to be called 
m(?rcenaries, they arc very diflerent from the “ mercenaries 
of recorded liistor 3 a 

Witli. tlie British, recruit for the period of the war the wages 
part is the smallc-st part of the inducejnent. It is only the 
de(asiv(:‘ part when the wider self-interest that is centred in 
llu‘ family rilalionsliips is aroused. He is more concerned 
about his dcixndanls than himself. If an intending recruit 
were* to sit down in a cool moment and 1.):i]a.i]i'e up his 
shilling a day (witli th.c board and lodgings likely to be forth- 
coming in the trenches), if he were to take account of all the 
hardships and all the chances of frost-bite and wounds and 
dcalli, to say nothing of the rigid discipline night and day, 
he w'ould ccrtainl^'^ <'oiich.u]e that it was not good enough. 
If he liappaied to be a real selfish person he might well con- 
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sider that the dearth oi labour caused by the enlistment of 
others gave unequalled opportunities for having a good time 
at home in almost any kind of man's work from that of a dock 
labourer upwards. 

And yet he moves, and he moves cheerfully towards the 
front. Under the conditions the success of the voluntary 
sj’stem has been amazing, and it has borne a strain which was 
never contemplated with apparent ease. It is impossible to 
put one million of men in their fullest vigour under arms 
wi til out drawing them for the most part from the masses of 
ordinary wage-earners, and when the million grows from one 
to two and three millions, still more does it represent the 
better part of the manhood of a great working nation. 

lliis ready response to the call to arms on the part of the 
gi'cat masses of the people can only be ascribed to a sense of 
duty. '' Mankind are capable of a far greater amount of 
public spirit .than the present age is accustomed to suppose 
possible.’' So wrote J. S, Mill about the middle of last 
centuiy. And to the present age it has again come as a 
discovery. 

It is to be hoped that this recognition by the working 
classes who have enlisted for the period of the war of the 
sense of public duty will not be counterbalanced by too great 
regard to self-interest on the part of those who are left 
behind. The situation is one of great difFiciilty. There is no 
precedent. On the side of labour there is owing to the war in 
many important industries a scarcity of labour, and at the 
same tini^^ an exceptional demand. The prices of the things 
of nic'Sl iniportance in the workmen’s budget have risen, and 
file same money wages will not go so far. Directly or 
indirectly the great paymaster is the Government, not only 
of this country, but of almost every other country with 
which we are not at war. And in war time every Go\'ern- 
ment is a spendthrift, and, according to all experience, the 
British Government is the greatest of all spendthrifts. 
When the working classes see the credit of the State pledged 
for all kinds of business, and when they hear of the excep- 
tional profits of fortunate contractors and agents and middle- 
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men, naturally they expect to have a share of the Govern- 
ment bounty. It is in a case of this kind that any particular 
incident in the way of profit — the unlucky timber 
brokerage — is apt to be magnified, and what is exceptional 
(it is to be hoped) is taken as an average. Naturally then 
labour is inclined to ask for a rise in wages. On the other 
side the employers of labour may point to a rise in the cost 
of materials and of coal and of transport, to the loss of old 
markets and the difficulty of adaptation to ne\v, to the extrcL 
risks and the. actual delays and all the other (‘a uses fiuit the 
people most concerned Iiave described in the most realistic 
manner. 

Tlie situation is eminently one for the nadhods of concilia- 
tion. Thc' method of compulsory arbitration depends ficr its 
efficacy entirely on the power of the compulsion. The real 
force at the back of it must be public opinion as it vamnot be 
enforced under present conditions by imprisonment and still 
less by martial law. On the other hand, an impartial in- 
quiry by a Conciliation Board ad hoc with a simple recom- 
mendation would probably siifficcc An appeal to the 
patriotism on both sides ought to be sufficient to accept this 
solution. It is no use admiring the public spirit of those 
who volunteer for the front if those left behind look only to 
their own money interests. Any strike or lockout in the 
period of the war is absolutely indefensible. 

It sliould be remembered that tlie greatest strikes have 
taken place for what is ('ailed matters of principle. The 
symj)athetic strike is in most cases undertaken vdth the idea 
of immediate. ])ecimiary loss. In civil life a great strike is 
thc^ nearest approacii. to war. The people of this country, 

ihi‘ classic home of liberty,'" Iiave struck against the 
militarism and despotism of Germany. The root principle 
of tins grtxit sympathetic strike is liberty. In a way the 
Gennan professor little thought of, the wages question has 
become a question of Kiiltur, of Kultur against liberty. 
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DEPRECIATION OF THE CURRENCY 
Specific DEP:;iEc:A 7 iox 
(Wednesday, March 17, 1915) 

In a former paper attention was called to the deprecia- 
tion of the currency in this country in the course of the war 
in the sense of a general loss in purchasing power of the 
pound sterling. That there has been depreciation in this 
sense — that is to say, that there has been a general rise in 
prices — it is impossible to deny, and it is not necessary to 
recall the main facts of the evidence. It is, however, inte- 
resting to observe that the arithmetical fact of depreciation 
continues to be confirmed by the usual consequences. The 
returns of the foreign trade for February show again exces- 
sive importation and deficient exportation as compared 
with last year. With the high prices imports are naturally 
stimulated and exports checked. Again, the difficulties in 
the readjustment of wages have continued, and they are 
no doubt to be largely attributed to the general rise in prices, 
especially as affecting workmen's budgets. The readjust- 
ment of wages is always one of the troubles, consequent on a 
general fise in prices. Another symptom is the decline in 
the reserve of the Bank of Englemd. The absolute amount 
is larger than it was last yc 3 .r, and is above the aA^erage of 
many years, but it is not the absolute amount but the 
proportion to liabilities that counts, and the proportion 
has been rapidly falling, being only 24I per cent., as against 
34I last December, and 4g-J- this time last year. 

It cannot be denied that there has been a general rise in 
prices, which is exactly the same thing as a general deprecia- 

^ p£irt II , Chap. XIV., p. 255. 
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tion of the currency, but ^lany people object to the use 
of this latter phrase. They prefer to indicate their confusion 
of thought by saying that the rise in prices is the '' natural ’ ' 
result of the war. On this view prices in war-time simply 
rise because it is their nature to,'' like the dogs that delight 
to bark and bite, and the opium that has the virliis dor- 
mitiva, wliose nature it is to flull the senses. 

Apart from this natural sort of fatalism in war-time, there 
is the ingrained belief that, whatever else may be the cause 
of the rise in prices — c.g., varied kinds of war-inspired 
wickedness in the classes or the masses — there is certainly 
nothing wvouix with the cnrrenc\o It is part of tlic common 
Ih'itisli heritage that notes that pui'port to represent the 
pound sterling cannot be depreciated, such and so great is 
tlie credit of the British Government and of the iknik of 
England. 

In the great Napoleonic wars the people of this country 
had tlie same belief, but in time the notes of the Bank of 
England were depreciated some 30 per cent. By this is 
meant not simply that there had been a general rise of 
prices to about that extent (for, in fact, it was a great deal 
more), but that £130 had to be given for the gold in a 
hundred sovereigns. In other words, there was a specific 
depreciation of the notes relatively to gold. 

It is the object of the present paper to explain the nature 
and causes of specific depreciation (compared with gold) 
and its connection with general depreciation (or fall in 
general purchasing powxu') . Specific depreciation generally 
becomes first noticeable in making foreign payments. Under 
normal conditions, throughout the commercial w-orld all 
tlie various currencies of the different nations arc expressible 
in terms of the gold which they will command. The general 
rule is that fcjreign payments have to be made by trans- 
muting tlie corresponding debtor currency into gold (or the 
right to gold), and the creditor country can again convert 
this gold (or right to gedd) into its own currency. Russia, 
for ('.Naiiiplo, collects its revenues in roubles, and to make a 
payment m this country the roubles must be transmuted 
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into the corresponding gold value in terms of sovereigns 
(or the right to claim sovereigns). If the Russian debtor 
has to pay 113 roubles for £9 sterling, payable in this 
country, where in the normal course of things he had to 
pay only 100 roubles, there is a specific depreciation of the 
rouble of some 13 per cent. The loss to the Russian debtor 
is obvious if he had not allowed for the d= n-'ccia l u.;;!. and if 
the depreciation fluctuates there are always diflipulties in 
making the ailov’aiice. 

This example shows the difference there is between 
specific and general depreciation. It does not follow that 
because for foreign payments the Russian rouble has depre- 
ciated (e.g.] in its command over the pound sterling), it has 
therefore depreciated to exactly the same extent as regards 
its general purchasing power in Russia. The evidence 
available goes to show that in Russia there has not been 
any great rise in prices. And it is (jbvious from the nature 
of the case that the general level of prices in such a vast 
area cannot fluctuate with every movement in the price of 
foreign gold in terms of the rouble. 

Early in the war Germany began to suffer both from a 
general and from a specific depi'eciation of its currency. 
There was a general rise in prices, and also a lessened value 
for the mark in its command over foreign currencies. 
the end of November the German mark had depreciated 
in its command over gold in New York and Amsterdam 
about 10 per cent., and since then the depreciation has 
shown ^ fluctuating increase. 

In the United Kingdom the general depreciation shown 
by the rise in prices has not been accompanied by a corre- 
sponding specific depreciation as regards foreign currencies. 
Up to the end of October, indeed, it was the New York 
dollar that was depreciated as regards the sovereign payable 
in London. But for some time now the rate of exchange 
has been such as in normal times would have meant the 
shipment of gold from London to New York. The pound 
sterling has ceiffainh/ not suffered any specific depreciation 
like that of the mark or the rouble, but it appears to be 
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hovering '' on the margin of doubt ’’ — the test which the 
modern economist considers of such importance. 

Those who say that the general rise in prices in this 
country cannot be due to the currency point to the fact 
that our currency has suffered no specific depreciation. It 
is to be hoped that this reason may still serve their purpose. 

In the initial stages, howeverj especially in times of dis- 
tiirbance-% the two kinds of depreciation depend on different 
causes, and may even mc\'c in different directions. At the 
outbreak of the war most foreign countries had to ina..ke 
on balance payanents in London. Since iJicy were all most 
reluctant to send gold, they were willing to pay in their 
own ciiiT(a.ic3^ fancj/ sums for the right to coininand gold 
in this coinilr\'. On August i it is recorded that a cable 
transfer on London cost in New York seven dollars, whilst 
under iKuanal co;iditioiiS no one would have given so much 
as Jive d(;llars. T!)is panJe rate was, of course, onl}^ temi:)0- 
rary, but it was not till the first week of Nowwnber tliat the 
relations of the dollar paid in New' York to the pound payable 
in London came within the normal limits. But vduring tl:’s 
time when - he poaad si .‘rlii'g ^n'us appreciated (instead of being 
depreciated), as rcgnrds foreign currencies, it was losing 
its juirchasing power in this country tlirough the general 
rise in prices. It is probable (as argued in a fonr-or paper 
that this generrJ rise in prices is parity due to tlie general 
inflati(ni of currency and credit. The fact tlicit England 
was a grea.t creditor countr\g and was rdso calling in interest 
fornieiiy left abroad for investment, and vdieciung t;u: usual 
flow of its capital abroad, made the conditions favourable 
for the a.ppr<H'ia,ti(jn of the pound sterling in terms of tliese 
foreign, currencies. 

But altliougii, in the initial stages tliere may be a general 
depn..'cia,ti{).n without si.>c(ufic depi'eciation as regards foreign 
payments, in the course of time there is an interaction 
betwec.ai the two. Suppose Lhat in England the general 
rise of prices continues, then so far it becomes a good country 
to st'll in and a bad country to from. As a consequence 
Part II., Chap. XIV., p. 255 . 
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tlie balance of indebtedness turns against the country so 
far as trade is concerned. Instead of other countries — • 
e.g., the United States — ^being in urgent need of making 
paviULeiils in England, the opposite is the case, and England 
is in urgent need of making payments in the foreign coun- 
tries. Consequently the Englisjr debtor is vrilling to accept 
less of the foreign currency* for his pound. But there is 
alwa}/s a limit to the fall in the amount he vvill take? If he 
sends the sovereign itself, the gold in it will always obtain 
the full normal value in the foreign currency. Accordingly, 
whi;n the \’alae of the English pound estimated in foreign 
currency hills below the par value plus the cost of sending 
the actual metal, gold is likely to be sent. 

W'hcn this stage has been reached, then the difficulty 
lias to be faced — Where is the gold to come from ? Tlie 
grvcat mass of wholesale transactions are witliout 

the actual use of gold or even of bank-notes. Within the 
country the chief form of the circulating niedium is the 
cheque which is drawn against a credit in a hu. nk. All those 
cheques in the last resort give the receiver the right to 
claim gold from the bank. In the last resort, then, anyone 
with a credit on a bank can obtain gold for transmission 
abroad. It follows that with a continued adverse balance 
of trade a drain will set in on the ultimate banking reserves. 
If the Bank of England (or the Government) follow the 
example of foreign countries and decide to hoard the gold, 
then, unless by some method of borrowing abroad lire need 
for the remittance of the gold is avoided, the pound sterling 
must suffer a specific depreciation, even as the German 
mark or the Russian rouble under similar circumstances. 
It is, of course, possible that the Banks of France and Russia 
may liberate some of their masses of gold for the beneht 
of England, and apparently some arrangement of this ki^id 
was mooted in the conference in Paris. On the face of it, 
Iiowever, it seems douhlful if these Banks will go very far 
in the depletion of their hoards. Both France and Russia 
have issued great amounts of inconvertible notes, and on 
the resi-oration or peace they will no doubt attempt lo re\’'erl 

W.F, T 
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to convertibility as soon as possible. They may want their 
hoards for this purpose. But for a long time past the 
hoarding of gold by foreign banks has become a kind of 
obsession. The maxim that^^a reserve of gold ouglit to be 
accumulated in ordinary times for use in an ;-:;iv::*gc‘n;:y has 
been strangely perve^rted into the maxim that in times of 
stress gold ought to be hoarded for liberation when the 
stress dras passed. This extraordinary perversion of the 
use of a gold reserve finds a striking illustration in the 
recent speech of Dr. Hciffcrich on the provision for the 
German war expenses. He said : “ The maintenance of 
Genu.any's stock of gold was more important than the 
value ot the German mark abroad.'' At the same time we 
also know that every kind of effort is being made in Germany 
to collect all the gold possible in the country for adding to 
this central hoard. Gold is not to be used as currency, 
gold is not to be privately hoarded, and everyone is to take 
the in(u:)nvortible notes without hesitation. If, then, the 
gold is not to be used for foreign payments nor for internal 
currency purposes (the two legitimate uses of gold money), 
for what reason is it to be piled up ? It would, no doubt, 
be useful as a basis of the war indemnity to be paid by 
Germany, but Dr. Helffericli tells us Germany expects to 
receive and not pay an indemnity. But whatever the 
reason may be for lioarding gold, the case of Germany is 
not peculiar. In the face of this general devotion to hoarding 
by foreign banks, it remains to be seen how long Londoii 
will remain a’' free market for gold. The GovQimment has 
this last week stopped the '' ear-marking " of gold for the 
redemption of Treasury notes, though the amount of notes 
issued has again been increased. From the recent debate 
in the Commons it was apparent that the gold ear-marked " 
against the notes was to be used for any emergency that 
might arise. It the 27 J millions of '' ear-marked " gold is 
to be used for foreign payments, it may soon run away so 
rapidly that the method of hoarding may be preferred. 
At the same time, the actual convertibility of the notes 
within the country may be ondarigcred, and if the issues 
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are still further increased the rise of prices will be 
intensified. 

The people of this country may continue to accept the 
rise in prices as part of the natural burden of war, but any 
specific depreciation of the pound sterling, or, what is the 
same thing, any doubt as to London being able to meet 
any claims in gold, will have* serious consccpiences. The 
Economist of the 13th instant has a pertinent quotation 
from the New York World on the American dollar. It is 
there stated that the American dollar is now at a premium 
in the currencies of every principal country in Europe. . . . 
International trade for years without number has been 
financed througli London. Credit in English pounds 
sterling has been the standard and desideralicn of the 
workPs commerce. This is now turning to Ncnv York and 
in terms of the dollar.’' The x\merican writer may be a 
little previous, and New York certainly made a very poor 
beginning on the outbreak of the war as the world’s banker. 
But it seems time that in finance as in other things tliis 
country should begin to realise that we are engaged in the 
greatest and most expensive war on record, and that there 
are very real limits to the extension and inflation of public 
credit. 



CHAPTER XVII 


COilPEXSATION AND PROHIBITION IN WAR-TD,IE 
{April 28, 1915) 

After nearly nine months of war we are told that the 
great mass of the people do not realise that we are at war. 
The complaint is sometimes made d propos of some particular 
survival of the habits of peace such as horse-racing ; some- 
times as regards the reluctance to undertake the militaiy 
burdens of war on the voluntary sj’steir.. But the complaint 
is justified in a much larger sense tlian is suggested by any 
particular instances. The fact is we have retained the peace 
habit as regards ].)rinciples and ideals, and we have forgotten 
that from the very meaning of war even some of the most 
fundamental principles of peace are not applicable. 

Take first the principle of personal liberty. It is univer- 
sally recognised that one of the first duties of the Govern- 
ment is to protect the liberty of the subject. Individual 
liberty is, needless to say, the corner-stone of the system of 
political cconomj:^ founded by Adam vSmith. Those who 
(like the present writer) still profess the principles of Adam 
Smith are supposed to be extreme supporters of the principle 
of liberty. 

Even those who advocate Socialism, in any practical sense, 
argue that in the socialist state there will be a greater amount 
of real personal liberty than under present conditions. 
John Stuart whose leanings to socialism are well known, 
said that the ultimate test between the systems of indi- 
vidualism and socialism was to be found in the degree of 
liberty actually afforded under the two systems. 

As a working practical principle of State action under 
ordinary conditions, this idea of liberty has much more force 
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than is coninionly supposed. It is seen in an extreme fora\ 
in the claim of liberty to strike even in services and indus- 
tries of the first importance to national life, e,g,, ti-ansport. 
and coal mining. Out of deference to this idea of liberty 
even in peace-time the national safety has been imperilled. 
The worker is ready to recognise restrictions on his liberty 
imposed by his own Trade Union, but not so ready if the 
restrictions are imposed by the State. In the same*way in 
the matter of consuniption, people resent interference with 
their liberty in eating and drinking, even if the regulations 
are supposed to be in the interests of the consumer. The 
old sumptuary laws have been abandoned, just as the old 
ia,ws that coinpe-led attendance at church. There is no 
question that in the course of progress, in spite of the inter- 
ferences of recent years, the real liberty of the subject has on 
the whole been greatly enlarged. 

But however admirable this principle of liberty may be in 
time of peace, in time of war it must be largely curtailed. 
Tlic degree of liberty that may be allov'ed to the subjects 
must be subordinated to military requirements. It may be 
laid down as a counsel of perfection that the minimum of 
interference should take place, but in the case of doubt the 
claim of war must prevail, and prevail instantly. The whole 
power of the State must be directed to the speedy and 
successful ending of the war. The smaller liberty, e,g., of 
striking, or profiteering, or drinking, or shirking, etc., must 
give way to the larger liberty of individuals within the State, 
to liberty yf the State itself amongst other States. 

Simple as this reasoning may seem, the conclusions tliat 
follow are not so readily accepted, such is the force of habit. 
The first conclusion is that, if necessary, conscription "must 
be submitted to, and the necessity must be judged of not by 
the possible conscripts, but by the Government and its mili- 
tary advisers. To say that conscription is an interference 
with the natural liberty of the subject is irrelevant in a state 
of war. At any rate, it is a less infringement than the 
invasion of the country or of its rights by an external enemy. 
If the Government of this country undertakes to^say that 
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conscription is necessary, the proposal will meet with no 
opposi ti on , from rcsp-onsible statesmen . 

Next, it follows that if so great an infringement of natural 
liberty as conscription is to be admitted, any lesser infringe- 
ment necessar}/ for the supreme end must also be admitted. 
If universal <'onscription i§, within the rights of war, d 
joyliori any lesser compulsiom is included. The State in 
vcar-time has the right to demand the services of all whom it 
may require. 

But iiere we are apparently brought into conflict with 
another of the principles of peace, that we find it so hard to 
aba,ndon in time of war — the principle, namely, of equality/. 
I'iiis principle of equaJity is not so generally or intensely 
admircxl as is the principle of liberty. The British mind, in 
particular, has never been much inclined to systems of 
levelling. There are no doubt here, as elsewhere, people who 
are always quite willing to take out their sixpence and 
])ocket your shilling,'' but the '' yearnings for equal division 
of unequal earnings " are not very widespread or intense. 
Jeremy Bentham, who has probably had more influence on 
the course of legislation for the last century than any other 
writer, and who is the reputed father of the principle of the 
greatest }KU)])iness of the greatest number," declared that 
tlie passion for equality has its root not in virtue but in vice, 
not in benevolence but in malevolence. Bentham, however, 
was a cantankerous philosopher, and in some forms no doubt 
the principle of equality is to be placed on a footing with 
liberty as one of the great ideas of progress. Equality before 
the law is a great text ; so is equality of taxation ; though 
both present great difficulties in the interpretation. There 
is also no question that in recent years, by the adjustments 
of tevxatioii and expenditirre, we have made great strides in 
the direction of greater equality in tlie distribution of wealth. 
Equality of opportunity is one of the most popular watch- 
words of the present-day reformer. But, as with liberty, 
whatever the moral value of equality in time of peace, it 
must take a second place in time of war. The business of 
war cannot wait until all the claims for equal treatment are 
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adjusted. Equality is as inappropriate as liberty as the 
basis of military discipline, and in modern war every member 
of the State must submit more or less to military discipline. 
.^Itlioiigh this reasoning cannot be objected to the conclusion 
is only admitted with reluctance, so great is the force of the 
peace habit. 

Some weeks ago the Chanc?:llor of the Exchequer com- 
plained that the output of munitions essential to the success- 
ful conduct of the war was hindered by the drunkenness 
of a small minority. It is true that the smallness of the 
minority was emphasised, but so also was its power for evil — 
for dri nk was said to be the strongest of all our enemies. Let 
it be supposed that the charge was true and the evil as 
serious as was stated. The obvious duty of the Government 
^v■as to abate the evil by any degi*ee of compulsion that 
might be necessary. Where was the dilficulty ? The 
anarchical liberty of a few was to be sacrificed to the wider, 
truer liberty of the many. In recent years compulsion has 
become a blessed word ; it is twice blessed, it blesseth the 
bureaucrat who gives it and the patient who takes it. We 
have only to I'ecall the double blessing of compulsory 
insurance. 

The real trouble was not with the survival of the principle 
of liberty but v/ith the survival of the principle of equality. 
This malevolent principle (the adjective is Bentham’s) made 
people think (or say) that if the drinking of the munition 
workers was to be restrained, then by the principle of equality 
equal restraints ought to be imposed on everybody else. To 
such leng'ths was this search for equality carried that in the 
midst of the greatest war on record, when all the energies of 
the Government ought to be concentrated on the efficient 
conduct of the war, they were asked to consider and decide 
between large schemes for the prohibition or nationalisation 
of the whole drink traffic. It is true that the proposals for 
prohibition were also supported on other grounds, but the 
beginning was to be found in this idea of equality— and 
therein also is to be found the beginning of the end. 

For this principle of equality came up against another 
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principle, which in practice has often shown itself stronger 
than either liberty or equality. This is the principle of 
propert}/-, with the correlative moral right of compensation 
for disturbance. Out of deference to these ideas we were 
told that any regulation of the drink traffic ought only to be 
put in operation with carefully devised compensation for all 
the vested interests concerned. 

Tlierc can be no question that the deN'cloinncnt of the 
principle of pi'operty has been one of the great strands of 
economic progress, and it is part and parcel of the modern 
State although the crimes committed in the'name of property 
liavc been and are, it is true, as numerous as the crimes of 
liber ly. As one of the greatest of jurists said, the right of 
property is a terrible right, but it is perhaps necessary. On 
tile orcliuarv' view of compensation in times of peace, tlie 
proprietary rights that have been suffered to grow up by the 
State in the liquor trades and industries have as good a 
claim for compensation as other forms of lawful proper!}^ in 
case of extinction or diminution. And as Mill argued, any 
question of compensation should turn, not on the strict 
interpretation of the letter of the law, but on the fact of what 
was sufiicient in the case to give a title by prescription. We 
can never forget that the British nation gave large compensa- 
tion on the abolition of colonial slavery. 

Tills moral claim to compensation, which in time of peace, 
owing to the cost, is in practice one of the greatest obstacles 
111 the way of any kind of reform, by a curious perversion of 
the moral judgment has been put forward in war-time as the 
best means of facilitating drastic temperance legislation. 
The Government can only move, it is said, if there is general 
agreemeiit, and this general agreement is to be found in the 
principle (.)f liberal compensation. Those who opposed 
compensation to the liquor interests in t*me of peace (except 
in the way of self-.siipporting insurance) are urged to drop 
thoiir opposition so as to take advantage of the moral force 
engendered by the war in favour of this'niore drastic control. 
Legislation which could not be carried in peace may be carried 
in war — if only adequate or liberal compensation is given. 
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On the other side, the liquor interests are told that now is 
their only chance of getting rid of a wasting security at more 
than the true market value, that is to say, having regard to 
this wastage. They are warned that temperance is growing 
by natural causes, e.g,, the preference of other pleasures to 
that of drink, the higher standard of morality and of fashion, 
etc. ; they are warned that if they wait too long the eventual 
compensation that they will receive may be next to nothing. 
Therefore, let them cast their burdens on the Governiricrl, 
and convert their unearned decrement into a satisfactory 
increment. 

But why sliould the State be called upon to add to the 
numerous financial responsibilities of the war an expenditure 
on social reform that would not be faced in time of peace ? 
The truth is that so much has been said of the inexhaustible 
resources of British credit, and subsidiary war expenditure 
has been conducted with so loose a hand, that the people of 
this country have come to look on the war fund as a kind of 
wages-and-profit fund, and by the pernicious principle of 
equality everyone is supposed to have a dip. The whole 
nation has become infected vcith the spirit of cxtn:v:iga.nf.c, 
and the latest example is the temperance reformer. Where 
docs he suppose that the money is to come from to pay this 
liberal compensation ? 

Not only is the war fund of the State supposed to be 
inexhaustible, but so also is its work fund. It is supposed 
to have at its command legions of olficials and sub-officials. 
Out of this abundance of talent it is assumed that an army 
of valuators and legal interpreters and disinterested cork- 
screws could easily be found (at a price) for any scheme of 
compensated prohibition or nationalised management. The 
only thing forgotten is that the responsible Government, 
witli its higher officials is already over-burdened witii iric war, 
and an army of social reformers like the real thing requires 
control from above. 

Such in brief is the growth of the snowball of compulsory 
temperance. The drinking excesses of a small minority call 
for some restraint. Equality says If one is restrained all 
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must be restrained. Property comes in and claims universal 
compensation, and British credit is called on to provide all 
the snow required out of the surpluses of its cold storage. 

Is that all, it may be asked ? Is no advantage to be taken 
of the moral uplifting of the war ? The answer is the answer 
given by the King. Is not the appeal to every man’s 
conscience in a time of national aiTiiction of more value than 
any degree of coinpuision ? The method is as simple as that 
of Columbus with the egg, and the King himself has shown 
the way. 



CHAPTER XVIII 

THE DRINK PROPOSAXS OF THE GOVERNMENT 
[March 12, 1915) 

As was anticipated, the ship that bore the fortunes of 
prohibition has been wrecked on the rocks of cor^u^c-nsation.. 
The result is, on balance, a good thing for the country. The 
i niddle of a great war is not a time for extravagant expen- 
diture on social reforms. If social rerorms are necessary 
"they should be achieved by ruder and simpler methods, 
but in general they must wait for a more convenient season. 
Temperance is always good, and it is to be regretted that 
the efforts of temperance reformers vrere diverted from the 
paths of persuasion to the paths of compulsion. Absti- 
nence,'' says the Parson in the Canterbury Tales, is litel 
vcorth, but-if a man have good wil ther-to." The attempt 
to use the occasion of the war in favour of extreme measures 
has been followed by a natural reaction. The mere rumour 
of general prohibition as possible was at once followed by 
the laying in of stores of liquor against the evil day. When 
the idea of prohibition was replaced by the more practical 
dread of^ heavy taxation the rush to lay in stores was inten- 
sified. Deplorable it may be — ^but could anything show 
more clearly how little in accord with public opinion were 
these drastic proposals ? 

But although the extreme form of prohibition has been 
wrecked, the ideas on which it was based still survi's'c. The 
Government are not content to apply a definite remedy 
to a definite evil. They still search for a remedy that shall 
at the same time cure another indefinite evil. The definite 
evil is the slackness in the industrial provision for the war. 
The speech of Mr. Lloyd George, after all possible allowance 
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for over-colouring, sliowed that the evil demands a prompt 
and effective remedy. Figures were given and opinions 
quoted from persons in authority, which proved, so far 
as samples can prove, that the output of war materials 
and the provision of the subsidiary services of transport 
and the like were not in proportion to the military activity. 
Munitions were needed even^more than men. The Niivy 
itself, wijich is the very foundation of our national safety, 
had to wait on account of industrial slackness. Some men, 
no doubt, were working too much for real efiiciency, but 
the averages of liours quoted were in many cases even less 
than in peace. At the front thei'e was through the winter 
unexampled endurance and hardship— at home ttiere was 
growing comfort and relaxation. Now we are told thac 
very soon a supreme effort is to be made, and that the* 
success is contingent on the work done at home. And yet 
the work is not being done as it should be. Tlie position 
is such that it cannot be too often or too emphatically 
presented to the nation. The Chancellor of the Exchequer 
did well to make it the main burden of his speech of last 
week. The speech has been confirmed by the publication 
of the “ White Paper.'' 

But though the evil was most forcibly emphasised, the 
attention was diverted in the remedies proposed to some- 
thing altogether different. The opportunity was used for 
the ii^lroduclioii of a scheme of penal taxation, which in 
some way was supposed to be involved in the specific pro- 
posals for partial prohibition. The consequence is that 
the public energies and the energies of the Press were mainly 
de^voted to consideration of the inequities of the proposed 
taxation, and the real evil was again lost sight of. 

In the practice.' of politics, as in the practice of physic, 
if you want to cure a disease you must first find out the 
nature of the disease and its cause. The nature of the * 
disease that endangers the national safety is industrial 
slackness. That is admitted. The '' White Paper " is an 
official report on “ Bad Time kept in Shipbuilding, Munition, 
and Transport Areas." Different causes have been named 
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— e.g., over-fatigue through bad adjustment of the woiidng 
hours ; tlie inferior quality of the men, many of the better 
kinds being at the front, etc. But the cause that was most 
insisted on by the Chancellor of the Exchequer was excessive 
drinking. The fatigue itself he ascribed largely to drink ; 
and the inferior quality of the workers was said to make 
them inferior also in standing the effects of over-indulgence. 
The conclusion was that the proximate cause of tt^e disease 
was drink. In mitigation of the moral indictment implied 
against large classes of the people, it was again stated with 
emphasis that the drinkers and slackers were only a minority, 
but they sufficed, and more than sufficed, to lower the whole 
productive power. 

' The next point was to find out the cause of this outburst 
pf drinking, which, after all allowances, seems to be greater 
than in times of peace. Here the answer gi\^en by the 
Chancellor is most instructive. It is the high wages, The 
workers had much more to spend, and they spent it on 
drink. It is a pity he did not carry the search for causes 
a little further. What is the cause of the high wages. 
One answer is extravagant Governmental expenditure with 
a general inflation of prices. Tliis is not the occasion for 
pressing this point. But apart from cjiicstions of currency 
and credit, which are the most difficult in the whole range 
of economics, it ought to be evident from the most general 
considerations that something is fundamentally wrong with 
our expenditure on the war. 

On the outbreak of the war the Prime Minister, in most 
impressive speeches, implored the people of all classes to 
reduce their consumption, and in particular to eat less and 
drink less than usual. He recognised that war must mean 
a great destruction of wealth, that there must be less pro- 
duced, and a lessened flow of consumable things. Appa- 
rently the idea has not been realised. On the contrary, we 
know that the imports into the country have reached a 
record surpassing the records of peace, and other signs 
show tliat the consuming power of the people has apparently 
increased. Flow is this Samson's riddle to be ** answered ? 
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How can a devouring war be a cause of plenty ? How can 
meat come out of the eater ? The answer is that the nation 
is spending borrowed money at the rate of over a million 
pounds a day — probably by this time nearly two millions. 
That something is wrong ought to be obvious from the 
universal demand for a war bonus. Instead of people having 
to check their consumption fo meet war taxes, they seem 
to think they have a natural right to an increase of wages 
on account of the war. 

Nothing is more easj? than for a nation or an individual 
to run into debt, and spend the money whilst running. 
Nothing is more easy than the preliminary stages of national 
iaflation. But, on the other hand, nothing is more difficult 
than retracing the steps and checking the expenditure qr 
contracting the inflation. This last week saw the Chancellor 
of the Exchequer adding almost another full million to hii5 
emergency ” Treasury notes. Prices are still rising, and 
likely to rise, and probably more devices and excuses will 
be found for more inflation before any real contraction 
takes place. 

The disciplinarj^ proposals of the Government have the 
merit of local treatment, and do not err on the side of mild- 
ness. But it is doubtful if local prohibition will restrain 
the real offender. It is true that the right to do ill deeds 
often makes the ill deeds done, and the open door is a 
better policy for Chinese trade than for the British 
public-house. But the prohibited areas are not likely 
to be surrounded by a hedge of preventive officials, 
and the drink urgently required for drunkenness will 
no doubt be imported in sufficient quantities for the 
purpose. 

It is always said that it is easy to criticise ; that something 
must be done ; and that a critic should suggest an alter- 
native. If provision of munitions and other war require- 
ments is as much part of the real business of war as is the 
actual fighting, then it stands to reason that some kind of 
military discipline suitable to the case ought to be enforced. 
Let the interference with personal liberty and the habits of 
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peace be the minimum necessary, but let it also be not less 
than that irreducible minimum. Instead of penal taxation 
on the drink, put jpenal taxation or penal restraint on the 
slacker. In all industries bearing on the war regularity of 
work and efficiency ought to be implied or expressed as an 
essential part of the wage contract. If an offender pleads 
fatigue or illness, or other r.ealonable cause for absence, let 
the evidence be satisfactory or the penalties severe.^ If that 
does not suffice, let him be dismissed. It is absurd to speak 
of a shortage of labour such that you must employ labour 
not up to the standard required. The losses on the militaiy 
side in the war do not prevent the war from being carried 
on, although air.cngst the losses are some of the finest men 
of the country. Cannot the industrial side of the business 
afford to lose some of the worst men ? The offenders, we 
are told repeatedly, are a small minority. vSurely the 
majority might well approve of measures that would keep 
the minority up to the proper standard. The minority 
might themselves approve of such compulsion, if their 
opinion could be got at in a sober or reflective moment. It 
came out in one of the inquiries on the Clyde that the men 
who most approved of total prohibition were the very class 
who were the worst of sinners. The celebrated anonymous 
drinker who wrote the open letter to Mr. Lloyd George 
approved of prohibition. 

The most drunken firemen on the poorest of tramp 
steamers have not the liberty of drink on the voyage, and 
the discipline in peace on ail ships is morS severe than is 
required for ordinary industries in war-time. If we look 
into the real niea.ning of all wage contracts, the employer 
bargains for a certain amount of work under normal con- 
ditions in a normal time. If a man makes himself incapable 
of this norma,! work he fails in his duty, and in many cases 
is liable to criminal proceedings. . In the transport services 
both by sea and land some kind of industrial discipline is 
enforced ; so it is in mining and in agriculture. Wliat 
would be the punishment of the more skilled farm workers 
who have to do with animals if through drunkenness they 
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imperilled the lives of the cattle or horses ? And are not 
the lives of our soldiers of infinitely more importance ? 
Let us not be deceived by words. Conscription, industrial 
as well as military, is to be preferred to the selfish liberty 
that endangers the whole State. 



CHAPTER XIX 


THE NEUTRALITY Of THE UNITED STATES 
1. — The Immediate Interests * 

{June 9, 1915) 

On the outbreak of the war the immediate interests of the 
United States seemed to admit of no doubt. These ini(n-es-ts 
would clearly be best proinotod by the maintenauce of strict 
neutrality. 

It has always been the policj^ of the United States not to 
interfere in European quarrels. Similarly the principle of 
ii():i--inLorv-ention in the internal affairs of any independent 
foreign State has always been strictly interpreled, as is 
shown in the loiig-sufferiiig of the anarchy of Mexico. A 
very practical proof of the reality of this policy of non- 
interference is found in the persistent neglect of military 
preparation. There is no provision for an expeditionary 
force, and without such a force the power of the Navy is 
limited. 

The composite character of the people of the United States 
clenched the idea of neutrality with a very practical reasouc 
By the last census (1910) it appears that the white population 
of foreign stock {i.e., foreign born or one or both parents 
foreign born) is over thirty- two millions. Of this foreign 
stock “ about one-third — (say) eleven millions — is from 
German}-" and Austria-Hungary, and about one-third is from 
the British Isles and Canada. The German element is 
strong in wealth and political influence, and to judge by the 
samples of its journals in sentiment is more Kaiserlich than 
the Kaiser. 

Besides those connected by blood relationship with the 
different belligerent nations, there are many also closely con- 
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ncctcd hy commercial and financial ties. Some of these 
h3'plienated nnaiicial interests are amongst the most impor- 
tant of the United States. 

It was obvious at once that the war would involve immense 
monetary losses to the nations actively concerned. Their 
trade would be crippled and their capital replaced by debt. 
Tlic United States, on the ot^enhand, as a neutral, w^ould be 
likely to enjoy exceptional ga.ins, as a bu^/er of bankrupt 
stocks and a seller of the prime necessaries of life and of war 
at famine prices. In recent yca-rs the foreign trade of the 
United States has become of increasing importance, and the 
^var promised openings for the capture of markets which the 
Germans had already taken from the Britisli. As a result of 
the general financial disorganisation, New York miglit hope, 
if neutrality were strictly preserved, to take the place of 
London as the clearing house of the world, llicrc is a 
glamour e.bout foreign trade and the control of international 
money markets that appeals to the popular imagination in 
much the same way as the barbaric pearl and gold of the 
gorgeous East used to appeal to our ancestors. The 
United States the Greatest Trading Nation,'" New York the 
^York^s Banker/' would no doubt be most pleasing liee.dl:: it-s. 

From the moral point of view the case for neutrality 
seemed equally clear. To the average American war is 
Iiorrible. The doctrines of Bernhardi are repulsive ; a 
retrogression to barbarism and not an advance to a higher 
plane. This disgust with Bernhardi's praise of war and the 
military virtues is so strong that Mr. von jMach, a German- 
American who has written an able presentation of the 
Geimian case', for the use of Americans, has taken pains in his 
intrexluctlon to repudiate Bernhardi. It will hardly be 
doubted that Bernhardi neither spoke for the Germans as 
such, nor that hi.s book had any influence on the people as a 
whole. ” Uiiiortunately, since the outbreak of the war, 
Bernhardi has been, siirpas.scd in violence in an enormous 
mass of German war ]itera.ture — in journals, pamphlets, and 
books — and miiitaiy culture ” must be taken to be, for the 
present at any rale, the ideal of the Germans as such." 
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The actual progress of the present war has certainly con- 
firmed the average American in his original opinion that war 
is horrible. War may be the lesser of evils ; war may pro- ■ 
mote some of the highest forms of self-sacrifice and duty ; 
war may foster some of the noblest virtues ; tlicse truths 
the Americans learned in their own Civil War, which is 
still a living memory ; but they learned also that war is 
horrible. « 

Such being the state of affeirs and of opinions in the United 
States, it was plainly the duty of the to declare a 

policy of neutral] t}^ and to endeavour to follow out this 
policy with the utmost strictness and good faith. 

But although the immediate interests of the United States 
pointed clearly to neutrality, tlie war had hardly begun when 
the rule of neutralitj’ presented difftculties of interpretation. 
Neutrality itself incurs obligations, and also claims rigliis* 
The United States, as the greatest of neutrals, is concerned 
to maintain a strict interpretation both of the rights and the 
obligations. This attitude is the natural counterpart of the 
policy of non-intervention. The position of the United 
States as a great pacific and non-interventionist nation 
would be intolerable if the military nations presumed to take 
advantage of this pacifism in their own interests. 

So important is this championship of neutrality that it 
may be said to form an essential part of the national interests 
of the United States. 

But the position of champion neutral thus assumed 
though obviously just in principle is beset with the gravest 
difficulties in practice. 

It is to the interest of the United States — in the strictest 
interpretation of interest — that the accepted rules of inter- 
national law should be observed by the belligerents and 
thereby the system of international law itself strengthened 
and consolidated. 

For unfortunately what is called 'intcrnatiojial law is 
in strictness only international morality. Suppose some 
powerful nation changes its view on the accepted moral law, 
what is to be done ? Who is to decide if the change of view 
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i< ju^tiQc'd by the plea of iiatioi:al safety or liiilitary exigency ? 
Who is to inflict the penalty, if any ? 

It cannot be expected that the United States (without an 
army) sin>rild rusli in to separate the combatants and enforce 
the rules of fair fighting or the observance of treaties and 
agreeinents which cannot be considered as directly affecting 
Wncrlrixn i n icn -sis in the more narrow sense of the term. In 
some part of the world there is always being committed some 
crime i).gaiiiSL international law, but the United Stedes cannot 
set up to be the general judge and policeman for the whole 
world. l.)<jii Quixote himself might have quailed before 
such a task. 

Nor can tlie interference of the United States be deteix 
rnijied simply by the magjiitude of the offence or the estimate 
of its moral hirpitude. 

'' It will never be possible in any war to commit a clearer 
breach, of international morality than that committed by 
Germany in the invasion of Belgium.'' In these words 
ex-Prcsidc',nt Roosevelt has expressed the opinion of the 
€i\'ilised world. But it is by no means clear from the indig- 
nant sermon preached from this text that -even he would 
think tlic devastation of Belgium in itself made the military 
intervention of the United States inevitable. 

It is to be hoped that one result of the present war will be 
to stop such misconduct for the future ; but such, alas ! was 
also the hope of the latest Flague Conferences. The 
world still waits for the greatest discovery in practical 
morality — namely, live imposition of effective penalties for 
the breach of international law — effective, that is to seiy, as 
preventive. 

In th,e meantime, however, even tlic champion nation of 
neutrality cind of international law cannot be expected 
to go to WRV simply to enforce international morality in 
general. 

But the case is at once altered as soon as any infringement 
of ai.v:‘Optecl inteiTiational law affects not only third parties, 
blit tlic United States itself. Under present conditions the 
only way in whicli international law can be maintained and 



THE NEUTRALITY OF THE UNITED STATES 293 


advanced is if every particular nation, so far as lies in its 
power, defends its own interests against any breach. 

set an example that ought to be an everlasting 
landmark in the ad\'ancement of interniitional law. For tno 
present it is the worst case on record of the violaaon of that 
law. Belgium was offered the German guarantee of integrity 
and compensation for disViiLbancc after the wro' if only she 
would permit the passage of German troops. A r^pfusal was 
to be met by war. Belgium would not accept this interfer- 
ence with her political independence. Yet Germany had 
promised that Belgium suffer no material injury if 

she yielded. Belgium has suffered martyrdom for a word— 
for an idea — the idea of political independences The 
niart}'rdom of Belgium will be wasted unless as a consequcrico 
the law of nations is put on a more solid foundation, and 
unless a recurrence of such violation is prevented. In the 
meantime it is more than ever necessary that no further 
violation of accepted law should be suffered by the other 
neutral nations. It follows that the champion of neutrality 
ought to guard with the utmost jealousy any interference 
with its own interests as deterniined by international law. 
Any sacrifice of political independence at the present juncture 
is so far a reversion to barbarism. 

It is, of course, a matter for the United States to determine 
how far in fact or in law there is a violation of its interesls, 
and to judge of the inadecpiacy of any explanation or redress 
tha t may be offered. 

It is worth while, however, to consider, by way of illustra- 
tion of the general argument, what is meant by the interests 
of lh.e United States apart from the general S3nnpathy wifli 
law and hiiinanity. We muy begin with the lowest interests, 
that is to say, the lowest in the moral scale that is still 
commonly adopted by the nations — namely, th.e commercial 
interests. The commerce of the United States is carried on 
under the accepted rules of international law. The mere 
announcement through the usual cliplcmatic channels by 
some other nation of its intention to break this law makes no 
difference whatever to the rights of the United States. The 
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offending in'ii i- -I'i n.i.'iy plead self-defence or military necessity, 
blit the very object of international law is to restrain the self- 
interest of nations. If the intention to break the law is not 
conveyed through the usual diplomatic channels, where it 
might well be checked in transit, but is only advertised in 
the newspapers, the offence is much aggravated. 

When the breach of the law is specially aimed against 
shipping \t reaches the highest point of audacity. A ship 
is thought to be as inviolable as a citizen ; in all languages a 
ship is spoken of as a living thing, and to sink a ship unlaw- 
fully is, so to speak, murder, or culpable homicide, as the case 
may be. Some of tlie greatest wars have arisen in connection 
with tlie l iglils of shipping and the freedom of the seas. 

If, however, the rights of trade and of certain kinds of 
property are regarded as of so much importance, d forlion 
any offence against international law involving the' lives of 
the citizens cannot be passed over without a sacrifice of the 
fundamental idea of political independence. The case of 
the L^isitania is very different from that of Belgium so far as 
it affects the interests of the United States. The horror of 
Belgium was greater, but it was -not the property or lives 
of American citizens that were threatened. Although the 
Lusitania was a British ship and alleged to carry contraband, 
its destruction against the rules of international law, with 
tlie consequent loss of American lives, is an infringement of 
that elementary security that is the foundation of political 
society. 

On tlie right di the United States to demand explanation 
and redress there can be no question, as was made perfectly 
{'lear in tlie first Presidential Note. 

But in the matter of peace and war, the question of right 
is not e\'erything ; there is also the question of expediency. 
Tlie distinction was admirably put by Canning in a speech 
on tlie Spanish question (1823). ''Any question of war 
involves not only a question of right, not only a question of 
justice, but also a question of expediency. Before any 
Government goes to war it ought to be convinced not only 
that it has just cause for war, but that there is something 
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■vvliiUi. renders war its duty; a duty coinpounded of two 
coiisiderations — the first what the country may owe to 
others ; the second what she owes to herself/' 

The primary duty of the United States to other nations, 
if the foregoing argument is accepted, is to insist that so far 
as sl.;e is concerned, no violation of intcmationnl law will be 
permitted. The champion, of neutralit^^ must at least 
defend the rights of neutrals in its own case. 

The duty of the United States to herself must depend on 
the view that is taken, of her own interests. As already 
shown, the immediate interests are in neutrality, but lUiloss 
the policj^ of a country is to be governed merely by the 
opportunism of the moment, regard must be paid to ulterior 
interests, and to the great principles which are at the basis 
of the constitution and life of the State. 

The people of the United States are not governed simply 
by monetary calculations. Fifty years ago they submitted 
not merely to war, but to civil war of the most dreadful kind. 
What for ? To determine the meaning of the word liberty. 
Tlie liberty of the North fought against the liberty of the 
South — tin: higher liberty against the lower. Who could 
formulate in terms of money the points at issue ? 

And at the present crisis in the history of the world the 
duty of the United States to herself cannot be • estimated 
simply in the effects on opulence, and still less by that part of 
opulence that arises from foreign trade and dealing in money. 
It may well turn out that this wider view of interests may 
show that the duty to self and the duty to other nations 
coincide a great extent, and may involve a reconsideration 
of llic policy of passive acceptance of the great German 
Revolution.^ 

* These two papers on the Xvijoaiiiy of the Unliecl States %Yere 
subsequently incorporated in a under that litie (Macnullan & 

Co., 1,916). "'As foreseen, the C ui-od S::!.:.--; eventimlly declared war on 
Germany on moral grounds. 



CHAPTER XX 

THE NEUTRALITY OF THE UNITED STATES 

" II.— The Ulterior Interests 

{June 12, 1915) 

At the outbreak of the war it was commonly believed in 
rliis that the German nation had been led away by 

the Emperor, and the Emperor by a military clique. The 
.ii-reiisliuue-Tiikijii;' races take it as an axiom that you cannot 
bring an indictment agninst a nation. Most people in 
Britain believed that as soon as the Emperor had been 
found out, and even if victory was delaj^ecl. beyond the 
appointed day, there would be in Germany revolution and 
disruption. 

The course of the war and the publication in Germany 
of masses of war literature have shown that these ideas 
were the reverse of the truth. The Emperor is the best- 
beloved man in Germany he best represents the 

national ideals. 

'' It is no longer })ossib]c,'' saj^s Mr, von Mach, to speak 
of a clique as in command of the Government. The com- 
munal and individual life of Germany is democratic, and the 
heads of departments are drawn from all classes.'' The 
iimperor is well spoken of at home, and is beloved by his 
people, not because he is autocratic, but because his aims 
tlrroughont his reign have been the aims of the Iiealtliy 
])ulsating life of Gennany — peace and progress." The 
Germanic ideas of peace and progress have received very 
full iliinnination, not only from the war literature, but from 
the war practice. The kind of peace is certainly the kind 
that promotes progress ; but the progress that is sought 
after is the progress of the German Empire regardless of 
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the rights of other nations. It is not the German Einrv.. riv: 
only who wants a place in the sun and is not satisfied with 
peaceful j)e.!n:-LrLilion. The whole nation has been seized 
with the lust for military dominion. 

In the same way it is not only hy the military caste that 
war has been glorified. The whole nation has been taught 
to believe that the virtues of war are nobler than the virtues 
of peace. The hatred of England is not due simply to her 
unexpected intervention in the war, but to the feeling that 
English ideas are most opposed to military culture.'' A 
book has been published recently by W. Sombart, one of 
the best known German Professors of Political Economy, 
under the title of '' Traders and Heroes." The main point 
of the argument is that the present war is a struggle between 
'' the shopkeeper " and '' the hero " ; between the ivier- 
cenary and the heroic spirit. England is the nation of 
shopkiiopers and Germany is the nation of heroes. Not only 
is war glorified, but military nec.c.ssit5’ or advantage is made 
the final test of justice. '' War is war " is not merely the 
excuse of the ruthless soldier, but is accepted by practically 
all the leaders of thought in Germany as a sufficient excuse 
for the sufferings of P>elgium ; it is a pity that in war the 
innocent must suffer with the guilty — that is all. 

It is only vcith the greatest reluctance that the British 
people have been forced to the conclusion by overwhelining 
evidence that the German nation is throughout permeated 
with these ideas of inilitary culture " and of the morality 
of might. 

It is an old saying that Englcmd is '' a nation of shop- 
keepers." The expression was used by Adam Smith, and 
is, at any rate, good enough to be opposed to '' the nation 
of heroes." But, whatever words of praise or dispraise are 
employed, there can be no question that the ideas at the 
basis of German military culture and hero worship are 
exactly the opposite of the great ideas under which, the 
British Empire has grown up and been extended over so 
wide an area. 

And the key to the present argumient is that it Is precisely 
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these same ideas which have dominated the growth, of the 
United vStates, and with the vigour natural to a young 
nation unfettered by ancient history and with boundless 
territorj^ have been pushed farther than in the old country. 

If the opposition between the German and the British 
ideals is marked, the opposition is still srrv;rguv between 
German ideals and the ideals of the United States. 

\Viiat,^ilien, are these great ideas 'which dominate British 
civilisation, and are still stronger, because less restricted 
in their unfolding, in the United States ? What are these 
great ideas which are so opposed to the ideas of the German 
Rcvtdcifion ? 

The most persistent and forceful of them all is liberty. 
Liberty must always mean liberty under the law, but in 
tlie .British and the American nations the ideal is a maximum 
of freedom with a minimum of coercion cxnd regulation. In 
Germany, on the other hand, the idea has been fostered 
that State regulation is better than private judgment, and 
that obedience is better than liberty. In the English- 
speaking nations the great principle of equality before 
the law is carried out to the full extent. With them, the 
law is no respecter of persons. In Germaiyy, even in peace, 
ideas of military privilege offend against this principle, and 
in war military privilege is supreme. 

As regards constitutional liberLies, there is very little 
difference between the United Kingdom and the United 
States, altliough in names and in theory the latter is osten- 
sibly tlic more advanced. Tlie retention of tlie hereditary 
principle in the British Empire is rather a formal than a 
material difference. 

In the German Empire, on tire other hand, the Emperor 
is not, in the British sense of the term, a coijstitutional 
jnoiu'u'ch. Ills personal power is real and great, alike in 
the choice of Ministers, in the detiTmiiuition of foreign 
policy, and in the conduc.t of war. How the German people 
can submit to a non-constitutional Government is always 
OiK‘ of the w^onders of the world to the British mind. The 
prerveui GG'inan Emperor believes in his divine riglit, Tlie 
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last King of England who believed in his divine right was 
executed more than two and a half centuries ago. 

Ill the German system of local government the permanent 
State olTicial holds a dominant position. The Government 
expert is In this country, on the other hand, 

as air. Dawson observes in his great work on '' Municipal 
Life and Government in Germany,"' most Englishmen 
at heart prefer the worst of amateurs to the best of experts, 
and would rather be wrong with the one than right with 
the other." But this greater German efficiency is bought 
at the cost of a depression of individual character and of 
the essentials of liberty that are the life and soul of the 
English-speaking nations. In time of war this acquired 
docility of the German has its advantages, at least in its 
earlier stages. It has its advantages in regulating the con- 
sumption of food and the provision of military requisites. 
But the point is not as to which system gives the best 
military results for the time being, but whether British 
freedom or German obedience is most in accord with 
American ideals. 

In comparing the shopkeeper " with '' the hero," the 
most striking and obvious difference is in the provision for 
military rec|uircments. The British ideal is to use the 
minimum of military power that is necessary to support the 
defence of the Empire. The Germanic ideal is to organise 
ih,c Empire in such a way as to promote the highest military 
power possible. It is not necessary to point out that in 
the United States the non-military ideal has" been carried 
to an extreme. Even the United States, however, in recent 
years has found it desirable to keep up an effective Navy. 
In the British Empire the proximity of the British Isles to 
Europe and the vast extent of the British dominions make 
a strong Navj' a necessity. But relatively to our national 
obligations when the present war bi'okc out.'vce were only 
possessed of the minimum military power requisite for our 
defence. Mr. von Mach, in bis chapter on '' Militarism," 
tries to show thait militarism prevails to a greater extent 
in the United Kingdom than in Germany. Tins extra- 
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ordinary paradox is snpported by taking the amount of 
money spent by the United Kingdom on the Army and 
Nax'v per head of population, and comparing the amount 
per head of Germany. “ Figured per capita/’ he says, 

the United Kingdom in 1911 was spending about 60 per 
cent, more than Germany.'’ Tbi-n.-fore, apparently the 
United Kingdom is afflicted with militarism more than half 
as muf^h again as Germany. 

Uniortunateiy for this conclusion, it is forgotten that the 
population of the United Kingdom is only about one-tenth 
of the population of the British Empire, and tiie main burden 
of the defence of the Empire is thrown on Britaiit. 

In British policy the principle of iiori-iiite-rieit'iice wit:i 
the internal affairs of h'reign States has long been the 
accepted rule, and in the United States lixe rule has again 
been carried to an extreme. 

With Germany, on the other hand, th.c degree of inter- 
ference appears to be only limited by the chance of 
success. 

With regard to external relations with, foreign countries, 
the present war has shown that, whilst Britain made the 
observance of treaty obligations the first consideration, 
Germany began by an official repudiation of international 
law. “ We have been forced into a state of self-defence, 
and the necessity of self-defence knows no other law. Our 
troops have occupied Luxembourg, and liavo perluips 
already" been obliged to enter Belgian territory. Tliat is 
against the rules of international law.” Thus spake the 
German Chancellor, and the appalling devastation of Belgium 
ha,s made liis words immortal. A belated attempt was made 
to explain away th.e speech, but llie explanation was rnoie 
than neutralised by a series of other xdolations of inter- 
national law, culminating (for the time) in the sinking of 
the Lusitania, 

Only on one (jther point need the comparismu of national 
ideals be extended. One of the great ideas common to 
Briti.sh and American policy is the idea of luimanily. The 
evidencehs overwlielming that in the conduct of the present 
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war Germany has transgressed the moral laws of humanity 
to an inci’ediblc' extent. 

Such, in bi'L-.-f outline, ar-e the chief features of the Briiisl] 
and of the German ideas of government as compared and 
contrasted witli those of the United States. To the impartial 
observer in the United States we may say : — Look on this 
uicture and on that, and see, w^hch is most lilLc your own 
country— which answers best to the zd-'rds whicji your 
national i)o:icy is guided ? On which side will you throw 
the widgld of your moral approval ? 

The impartial observer may, perhaps, hesitate, and say 
that the choice between ideals of Empire is none of his 
business. Tiie United States, as a nation, he may urge, is 
not only non-military but non-imperial. The American 
RepubiicJin does not like the word empire, even when it 
is joined with the word liberty. 

But if he docs not like the idea of empire with liberty, 
how would he like the idea of empire without liberty ? The 
ideal of government in the British Empire, as in the Mother- 
land, is the maximum of liberty that is consistent with the 
development of each part and the security of the whole. 
This icieal had been reeJised in practice to an extraordine.r}' 
degree, as was shown in a marvellous manner on the outbreak 
of the war. What Germany had expected and hoped for 
and paid for, was an outburst of rebellions against the 
British yoke, and a rush to the friendship and protection 
of Germany. In the words of the great adopted poet of 
Germany, the subject races of Britain were to say — ''Now 
is the winter of our discontent made glorious summer by 

this sun of ! ” What is the missing word ? Who except 

a Prussian would venture to say — Prussia ? 

Tlie latest German suggestion is that the United States 
has more to fear from the Marinismus of England than from 
the Militarismus of Germany. For a hundred years past 
the United States has had nothing to complain of from 
British naval power ; what Germany means by the freedom 
of theseas maybe conjectured from the use of her submarines. 
If by any disaster the outcome of the present war were 
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altogether favourable to Germany, and if to the military 
power of Germany were added the power of the sea, the 
world dominion of Germany would be unquestioned for many 
generations. 

That is the real issue of the war. Could the United States 
contemplate with equanimity such an accession of power 
by Germany ? Could the \Jijited States afford to see the 
British Empire go under, and a German Empire on even 
a larger scale take its place ? 

Wliat are the real ulterior interests of the United States 
in this world struggle ? Surely the interests that are most 
in accord with the national sympathies and ideals : liberty, 
justice, and humanity. In this sense it is not the chief 
interest of the United States to pocket the money gains of 
neutrality from the expansion of foreign trade. It is not 
her chief interest to see in her own territories the greatest 
number of people producing* and consuming the greatest 
amount of material wealth, regardless of the rest of the 
world. Non-intervention may be good, non-militarism may 
be good — but the United States cannot live in isolation. 
And it is not to the interest of the United States that inter- 
national law, which has grown up with the growth of civilisa- 
tion, should be uprooted by military force, and that the 
ideals’ of Western freedom should be displaced by the ideals 
of German discipline. 

By al] means, if possible, let the United States avoid 
war — by all means possible unless war becomes her duty — 

a duty,'’ again to recall the words in which Canning 
expressed the general moral judgment nearly' a hundred 
years ago—'' a duty compounded of two considerations — 
the first what the country may owe to others ; the second 
what she owes to herself.” 

What she owes to herself it is for herself alone to decide. 
What she owes to others is to support, so far as her duty 
to herself will permit, the law of nations as against the 
arbitrary violation by military power. 



CHAPTER XXI 

THE NEW WAR LOAN AND ECONOMY 
{July 10, 1915) 

The occasion of the new War Loan has been seized by the 
Prime Minister and the Chancellor of the Exchequer and the 
Bishop of London and so on in a descending- order of dignity 
by all sorts of people to preach economy in eating and drink- 
ing of the most old-fasliioned order. It really seems as if 
gluttony both of the quantitative and of the qualitative kind 
were once more to be reckoned amongst the sins and not 
amongst the virtues. Already public dinners and private 
dinner parties are almost unfashionable ; and the papers arc 
full of calculations of the number or the weight of the protcids 
or other meaty elements necessary to support life. The 
vegetarian is no more an example to be wondered at, but one 
to be followed. Persons of importance write to the Press to 
suggest that the flower beds in the parks should be planted 
with summer cabbages, to be followed by a course of winter 
parsnips, and so on of other devices in a descending order of 
usefulness. 

We might be a little more confident that some good Vvould 
come ouPof the preaching if we did not remember that about 
three months ago the preachers and the country were in a 
still greater ferment about the drink than they are in now 
about the victuals. The net result has been (it is hoped) an 
improvement in the quality of the spirits, so that people can 
drink as much as before, but v.-it.h less danger to their 
equilibrium or their longevity. That is about all that 
remains of the great outcry in favour of universal prohibition, 
coupled with universal compensation. 

It is easy to show by a little bit of moral arithmetic that if 
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we drink i6o inillinns a year, and if of this (say) only 
tv;erLL\'-fi.ve millions a year is medically necessary, we 
waste the interest on a loan of 3,000 millions at 4|- .4 

per cent. 

But the 'w'cill-known characteristic of figures in mass is that 
they have little effect on the conduct of the individual. The 
eternal difficult}’ of preaching^morality wholesale is that each 
particulcj^' unit thinks his own little lapse or effort, as the case 
may be, can have no effect on the total mass. A drop in the 
bucket or a drop out of the bucket — what difference can it 
make to the bucket ? That is the vital difficulty in the best- 
laid schemes for Socialism or war loans that depend on the 
a.pT)ea] to the public spirit of individuals. And this explains 
the parodox. that a man will give up his life by voluntary 
enlistment, but his brother at home will not gi\'c up his glass. 

The man who gives up his life know’s it is s-,);]!.'.;iir:ng ; the 
man who does not give up his glass tliinks it is nothing. 

Is, then, no appeal to be made to the individual to check 
his consumption in the national interest ? By all means ; 
but let tl 10 rippenl be such as to enter into his heart and mind. ^ 
The ordinary person cannot see the connection betw’een 
saving a crust of bread or a lump of sugar and helping a war 
loan of 1,000 millions. 

The provision for coiitribiilions in small sums by the issue 
of the five shilling voucher and the five pound bond will 
probably do more for the War Loan than appeals for lessened 
eating and drinking. Most people, and especially the wxrgc- 
earners, are usLd to making money contributions in small 
sums for big objects, and they can understand, even for a 
war loan, the usefulness of small money contributions. At 
the same time, when tlie War Loan is presented to them as a 
business proposition, they are entitled, as much as the big 
financiers, to look at the business side closely. Instead of 
a].)pcaling to their patriotism, which is iiniiCcessary , it would 
be better to try to get over their difficulty. The difficulty 
with the small iiu'OsLor is that the War Loan is excelleir: as a 
permanent investment, but suppose the investor wants to 
get the use of the money for some pressing need. He is told 
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he can sell out at the market price of the day, and it should 
be clearly explained to him what that means. 

But if it happens that the market price of tiic day is 
below the subscription price, the little capital is so far 
eaten into. 

From this point of view it is quite irrelevant to speak of 
the security of the fJritish, Government. The War Loan 
of last year has fallen quite 2 per cent, (if we reckoi], accrued 
interest), and the old Consols are practically unsaleable at 
the Oihcial price, 35 below par. The interest covenanted 
for is no doubt quite secure — so far the guarantee of the 
British Government is perfect — but the capital value becomes 
less with eveiy rise in the outside rate of interest. Nolhiiig 
is to be gained by making a confusion between two difl'erent 
kinds of investment. All banking rests on the recognition 
of the difference. If people wish to save nn^ney, and also 
to have the monej' at call whenever they wish, tliey must 
be content with a low rate of interest, or sometimes none 
at all. The people who use savings banks, and have this 
privnego, are very well off with the interest they receive. 
If, on the other hand, people want a permanent investment, 
or mean to let the money lie; it may be, for years, nothing 
could be better than the new War Loan. Of course, it is 
possible that the stock may rise instead of falling in price 
when the war is over, but it is extremely improbable that 
there will be any rise in price before the end of the war. It 
is much more likely that there may be some fall until a 
higher rate of interest has to be paid on the next loan, and 
then the price will rise aga,in, and the higher rate will also 
be obtained oh the old investment. 

It ^ro^lld be a national misfortune if small people are 
induced to put their savings into the War Loan under the 
idea that they can at any time draw out the mone}-^ intact 
with the accrued interest. The War Loan is an excellent 
investment for the small person, but the market price will 
be subject to variation, and should be allowed for. 

TJie appeal by people in autliority to check consumption 
is not only of a general character, but of a special 
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character. People are exhorted to be sparing in all things, 
but most of all in imported things. Wlia,tc\'er you do — that 
is the text — consume the home-made and not the foreign- 
made in your eating and drinking and apparel and every- 
thing on which you spend your money. All the old wisdoni 
about bii3dng in the cheapest market has gone the way of 
Jonah. Just as we have got back to mediaeval morality 
about gi^jttony and the like, so we have got back to mediaeval 
ideas on foreign trade. The mediaeval man believed that 
the country would lose if it exported good wool — wool the 
like of ,wliich no country could raise- — and got in return 

apes and japes ”.and other luxuries. Therefore, said the 
jnedijeval man, live on your own and let the foreign luxuries 
go by. 

But this was only part of the old learning that we have 
gone back to. The old idea of foreign trade was that the 
advantage to the country was to be measured by the favour- 
able balance. Therefore, it was said, check your imports 
as much as you can, and encourage your exports ; because 
in this V’ay you will get a balance of nionejr due to the 
country. And the greater the balance the greater the 
advantage. This is the doctrine which a year ago was 
considered the height of folly. Of course circumstances 
alter cases, and the case of war and of a War Loan is a 
very different case from peace and the investment of surplus 
national savings in foreign parts. But, all the same, when 
people arc invited to give up all they have been taught 
about the blessing of imports in ever-increasing abundance, 
they natiij'aily want to know the reason for the sudden 
change. And thereupon the advisers of the people, from 
the Prime Minister and the Chancellor of the Exchequer 
downwards, do their best — and they do it very well — to 
explain to the people the theory and the practice of the 
foreign exchanges, with special reference to war and war 
loans. 

The great difficulty, we are told, is the New Y ork Exchange. 
A quotation which used to move about 4x87 has taken to 
moving about 4*78. That is the fact we start with ; and it 
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seems absurd that a mountain should be born out of such 
a ridiculous little mouse. But so it is. The change in the 
order of these two figures (though they are only decimal 
point figures) is a change in the financial baromctei' from 
fair to rain, and if the English barometer is to follow the 
spasms of the French and the Russian barometers, then 
much rain will be too mild ^ description. 

The readers who have skimmed the preceding paragraphs 
on foreign trade, and were giving up altogetlier at the New 
York Exchange, may now be invited to begin ngaii-. They 
may take it, on the authority of the Government,^ that the 
country is in an increasing difficulty in meeting its payments 
for foreign imports. In the last resort the balance that is 
not met by exports must be met by something else. All the 
gold in the banks is not enough. And long before all the 
gold is taken from the banks there would be somctliing very 
like a crisis. 

That is the real meaning of all the talk about the foreign 
exchanges. All our vaunted system of credit rests on a 
gold basis. The system is in perfect working order if all 
the forms of credit and all the monetary obligations are 
convertible into gold on demand whenever required. If 
there is any delay interposed, if there is any suspension of 
the con vert roility, then the machine does not work well. In 
ordinary times very little gold is required, but even in 
ordinary times a large amount of gold is kept as a central 
reserve in the Bank of England. The proportion of that 
reserve to the immediate claims that may^be made on the 
Bank is* one of the signs of the soundness of the national 
banking system. Before the danger of war was realised 
and banking was in a normal state, the last return of the 
Bank of England (July 32 , 1914) gave a proportion of 
reserve to liabilities of 52I per cent. ; by the return last 
week the proportion was 16 

Tlie reason for the fall is the continuous drain for foreign 
payments, and that accounts for the anxiety of our financial 
authorities for a more favourable balance of trade, and for 
these appeals to the public to check their use-of imports 
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and of things that may be exported. The appeals and the 
advice are much more worthy of consideration as symptoms 
than as remedies. 

The remedies will have to be much more severe than 
changes of diet and changes in relaxations. In what book 
on the foreign exchanges, from Goschen's downwards, will 
the reader find a mention of hn appeal to the consumers 
of imports^ and exports to readjust their consumption so as 
to correct the foreign exchanges ? 

If the Government are really anxious to check imports 
of consumable commodities, there is one very simiple and 
most effective remedy. That remedy is to lay on heavy 
taxes. Compulsion is in the air ; compulsion is becoming 
the fasliioii. We are all of us (so we say) longing to be 
compelled to do something for the country. All we are 
afraid of is that we may happen to do more than our share, 
whilst olher people are doing less. Our sense of justice will 
not admit of such, inequality. Numbers of young men are 
burning to enlist, but their ardour is extinguished by the 
dread of injustice. Let compulsion come to all, and to all 
alike, and none will be more willing. That is the chorus. 

In the same way, there are all the people who are too old 
or infirm or too young or too feminine to work at war things, 
and they are all longing to be compelled to do something. 
What they want abo\'C cx'erything is compulsion, or at least 
a badge, to show that they have been compelled and found 
wanting. 

How much longer are the people to be left without the 
coinpulsion that will fall directly or indirectly on all the 
people ? There is no compulsion like the compulsion of 
taxation- -except deatli. Death and taxes none can escape, 
said old proverb. This proverb is still true of death, 
T)ut not of taxes, because in these days on balance a great 
mass of people escape taxation altogetner. On balance, 
that is to say, after allowance is made for the public expen- 
diture made on their beinuf for things tliey formerly had 
io do ioi Ihcniseh^cs. 

1 axes have two main functions. The chief and original 
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function is to raise revenue. From this point of view, the 
best taxes are those which are most productive of revenue 
at the least cost and also satisfy the sense of justice. The 
present income tax is an excellent revenue-producer, but 
it is unjust in many ways. 

The other function of ta.\^ition is preventive, and so far 
as taxes are preventive they cannot also at the same time 
obtain revenue from the people who do not use* the taxed 
things. Of course, a very high tax may be prohibitive to 
some people, and make others pay a good deal to the revenue. 
If taxes are to be imposed on imports, these two ideas "must 
be separated. Under present conditions, it seems as if the 
yield of revenue is of less importance than the check to 
consumption—that is to say, if we axe to accept the position 
that it is the duty of everyone to consume as little as pos- 
sible. Taxes of any kind whatever would check the con- 
sumption of somebody. They would also ha\-e the moral 
advantage of bringing home to the payers that there is a 
state of war, and that in war-time people ought not to 
expect that there should be no change whatever in the 
standard of comfort. To keep up consumption as usual 
and to raise as much as possible by debt, without resort to 
taxatio}!, shows a very poor public spirit. It also encourages 
reckless extravagance in all kinds of public expenditure'. 

Preaching private economy is a very feeble remedy 
against the practice of public waste. 



CHAPTER XXil 

THE. PERIL OF PUBLIC EXTRAVAGANCE 


(/'///y 24, 1915) 

At in the twelfth month of the war, an effort is 
being inade by public speeches and leaflets to check the 
private extravagance even of the wage- earners. An appeal 
is made to liieir. to invest some of their war bonuses in war 
voiK:h(?rs that will yield 5 per cent. They are even implored 
to check the consumption of imported luxuries so as to 
steady the foreign exdianges- -and the advice is likely to 
have about asimich effect as the absence of the dail}^^ fore- 
casts from the papers has on the steadiness of the weather. 
The preaching of personal thrift at the present juncture is 
no doubt to be highly commended, not only on economic 
but on moral grounds. The war ought to make a mighty 
appeal to the moral sense of every honest man. In a time 
of national danger a man who wastes his substance or his 
energies is wasting liis own soul and helping to waste the 
soul of the nation. 

But when alkis said and done, the checks on private 
extravagance will be of little use unless checks are also 
imposed on public extravagance. Great nations, said Adam 
Smith, are seldom niuch affected by the extravagance of 
individuals, because the extravagance of some is in general 
compensated by the frugality of others. He even maintained 
(of course lie was a vSeotsman) that in the greater part of 
men, taking the whole course of life at an average, the prin- 
ciple of frugality seems not only to predominate, but to 
predominate very greatly. He admits, howwar, that ''the 
principle of expense prevails in almost all men upon some 
occasions and in some men upon almost all occasions.'' 
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Uiifortuiiately the present war seems to be one of the 
occasions in which almost all the people of the country are 
bitten with the microbe of extravagance. 

But the main burden of Adam Smith’s argument is that 
the real danger of the i!r.pove:-ishir:er:!. of great nations lies 
not in the private prodigality of the people but in the public 
prodigality of the Governnient. The recent experience of 
this country seems to show that it is no exception to the 
general rule. 

For some years before the war began our public expen- 
diture was open to the charge of prodigality. The main 
figures in proof of this charge were brought out in a recent 
debate in the House of Lords, not, be it observed, in the 
House of Commons. In the House of Commons, a day or 
two later, the Prime Minister said with grim truth that the 
usual result of any 'discms.sion in the House of Commons of 
the Estimates was an increase in the amount. E\’c.‘n in 
peace time, with exuberant prosperity, debt was being 
piled up. It is true that nominally a certain amount of 
the old National Debt was being paid off, but permanent 
public charges of an unproductive character were incurred 
to a much greater extent- unproductive, that is to say, 
in any interpretation of the term productive expressible 
in real money valuations. We were told much about an 
increase of efficiency, but too often the fact took the form 
of an increase in bureaucracy. Does anyone really suppose 
that in Scotland the mass of the people are better educated 
for the. ordinary business of life and the moral conduct of 
life in t?ie palatial Board schools of the present than they 
were in the thatched cottages of the parish schools of the 
past ? Even in peace the taxes which ought to have been 
reserved for an emergency' were put on a war footing. The 
income tax was not only increased in the higher incomes, 
but taken off entirely in the lower incomes formerly included. 
The productivity of the tax for emergencies — its greatest 
merit in the eyes of Mr. Gladstone — was seriously injured 
at both ends. The same improvident policy was followed 
in the death duties and taxes on accumulations of capital. 
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At the same time, those indirect taxes which fall on the 
masses of the people were diminished whenever any occasion 
offered. The general result was that the people who received 
the benefits of the public expenditure were the people who 
paid the least in taxes and had the greatest voting power. 
This increase in public expenditure for social benefits was 
accompanied by a grew'ing reliance on Governmental help 
in all soj:ts of things which the people before had done for 
themselves, with a consequent strengthening of the national 
character. 

When the war broke out, instead of any check being 
placed on the s])ir'Lt of extravagance and on the reliance on 
‘the State, exactly the opposite happened. For every little 
Jistr-rbajiee of the usual arrangements Government was 
called on to provide a remedy. And instead of the Go\'cni” 
mental energies being concentrated on the conduct of the 
war, they were saddled with extra peace duties. Everyone 
asked for Governmental help, and nearly everyone got it. 

It is one of the evil traditions of the British Government 
that Government must expect to pay higher than other 
people. In Germany the case is the opposite. In Sven 
llediids book on the German Armies in the West,'' amidst 
the barren waste of his accounts of joy motor rides and 
suppers with 'Gvee German lairdies" there are occasional 
bits of valuable infonuation on German finance. The point is 
that German jnethods will take a good deal longer to come 
do tlieir last hundred millions than will the British methods. 
On his way to’^the front, whilst in Germany Sven Hedin 
found that officers get what they require, and pay with a 
receipt. On producing this receipt before the competent 
militiiry authority, the host receives his money, but not 
at the same rate as in ]X‘ace time, for values are set at a lower 
figure than under normal conditions. Th.e same applies 
to horses, carts, motor cars, and much else that is needed 
in war. Everything is valued by special committees, and 
then paid for with a receipt." Needless to say that in the 
occupied enemy country the mode of pajunent is still less 
burdensome to the German higher command. The unfor- 
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tiinate purveyors of war necessaries or luxuries are paid 
in bons, and the tons, they are told, will be met out of the 
indemnities to be got from the conquered, especiall\% it may 
be assumed, the British. 

Apart from the usual causes of public extravagance — 
e.g,, the incompetency of routine officials to initiate and 
carry through great cliungvs, the employment of men of 
war for trading, the wickedness of contractors ^nd sub- 
contractors, and the other evils last illustrated in our last 
war^ — in this war there has been one special cause at work 
not usually associated with or expected in great. wars — 
namely, a great and protracted inflation of credit. 

The natural idea is that on the outbreak of a great war 
there will be a great collapse of credit, and that only very 
gradually will a recovery be made. Seeing that London 
was the clearing house of the world as regards credit trans- 
actions, and seeing also that this country is internally at 
a higher stage of credit development than any other country, 
it was- inevitable that the Goverrimcnt should take measures 
to preserve the credit system of the country, both in its 
foreign and its internal arrangements. 

This was a necessary part of the duty of the Govermnent, 
because in th,c last resort it is tlie Government that pre- 
scribes and provides legal tender for the payment of debts, 
A iimited moratorium and a limited issue (or power of 
issue) of emergency currency were iiatural re.medies under 
the circumstances. It may be said that the moratorium 
a]id the emergency currency were forced on us by the 
action of- other countries. 

But alt]].ough something had to be done, as the course 
of events has shown, the Government did far too much in 
its support of credit. It is not necessary to recall the various 
measures taken, but the result was that, instead of merely 
staving off a crisis, credit was extended so as to lead to a 
general inflation. In ordinary times any general inflation 
of credit after a certain point is checked by a very real 
f/ limit — namehv, the necessity of providing legal tender for 

cash transactions. An inflation’ of credit in general first 
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raises wholesale prices and profits, and is followed by a rise 
in retail prices and wages. The rise in these things means 
that more legal tender must be provided. In all countries 
in normal times the amount of gold currency available is 
never capable of much extension, and the amount of bank- 
notes and subsidiary currency is alvrays proportioned with 
varying degrees of elasticity to the amount of gold in the 
banks, rin the United Kingdom, under normal conditions, 
ilic amount of bank-notes that may be issued is much more 
stringently limited than in any other country. 

This-' stricincss as regards the creation of paper money 
lias been no doubt one of the principal causes of the financial 
supremacy of London. 

In an ordinary infiation of credit not only does the 
internal rise in prices lead to an internal demand for legal 
tender (that is for gold or currency based on gold), but it 
also leads to a demand for gold for export. The infiation 
that raises prices at home encourages imports into the 
country and so far checks exports. The balance of indebted- 
ness turns against \W country, and there arises what is 
called a foreign drain for gold. This drain may be so sudden 
and so large that at once it puts a stop to the inflation of 
credit. The central banks raise their charges, and they 
look more narrowly at the securities offered. 

The sos^jiTul emergency measures taken by our Govern- 
ment at the outbreak of the war and continued since have 
removed these rigid limits on the inflation of credit. Any 
internal demand for legal tender to carry on trade and 
effect cash transactions at the higher level of prices has been 
met by issues of Treasury notes and silver. 

In tile course of these papers from the beginning attention 
was called to the dangers of the inflation of the currency. 
The first danger is a general rise in prices or a' fall in the 
purchasing power of money. That such a rise of prices 
has taken place (uLato\'er the causes) is known from official 
returns. The rise of prices, if it is to be kept up, requires 
the circulation of a larger amount of legal tender than was 
the case before the rise. More cash is needed for higher 
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wages and retail purchases, and so on. If the cash were 
not forthcoming, the prices could not be kept up. 

Tlic rise in prices has had serious consequences. One of 
them is liie war bonus, perhaps the most astonishing fungus 
that ever afflicted a long-suffering nation in war-time. The 
vcorst of it is that a luxurious crop of war bonuses is irjoked 
on as a sign of national prosperity. On any proper inter- 
pretation it means that by way of providing for Hie en«)rmous 
expenses of war the country is consuming far more and 
producing far less than in peace. 

Another evil of the rise in prices is that all the expenses 
of the war are* so much greater — ^where two millions a day 
might have sufficed (-even with Britisli wastefulness), anotlier 
million is required to meet the rise in prices. The same 
thing applies to the accumulation of war debt. More money 
has to be raised, and is more quickly spent. 

A general rise in prices is the natural consequence of an 
inilation. of credit and currency. It may be too difficult 
a task to reverse the rise so far effected. A sudden con- 
traction of the currency to its old limits is impossible, but 
at least any further inflation should be stopped. By the 
returns, however, of the last two w'ceks, the amount out- 
standing of the emergency Treasury notes has been increased 
by nearly three million pounds. Latterly the state of 
foreign indebtedness has begun to cause anxiety. Any 
considerable export of gold will bring rapidly nearer the 
definite adoption of inconvertible notes. The, Government, 
by way of preparation, should issue one or more leaflets 
showing with notable historical exainpics, brought up to 
(late by reference to the other heUigcrents, the nature and 
evils of inconvertible paper. 

Apart from the inflation of the currency and the danger 
of drifting into inconvertible paper, there is to be considered 
the waste of public credit. The apparent success of the 
new War Loan is apt to lull people into a false security. 
The rate of interest found necessary to float the loan ought 
to be a warning. British credit at 4^ per cent, seems incre- 
dible. But in order to attract new money privileges were 
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granted to the holders of old forms of public debt, which 
meant an additional charge to the Government. More than 
this, a promise was given that in any new loan (not external) 
at a higher rate of interest, the present loan would auto- 
matically get the benefit. In order to attract small sub- 
scribers special privileges given, again involving extra 
cost, whilst in this case there" is the further danger that on 
any dq^reciation of the market price of the stock the small 
investor will have to get a war bonus. The rise in the rate 
of interest is in itself bad enough. It means that so much 
rnoi-emiust be raised by taxes to pay the interest, and with 
all the present reluctance to adopt war taxes it is impossible ^ 
not to pay new interest out of new taxes. 

But the rise in the rate of interest (with the extra privileges) 
is of even more importance as a symptom of the approaching 
exhaustion of public credit. After the paeans on British 
credit at the beginning of the war, to speak of possible 
cxliaustion may seem alarming. But the rate of expenditure 
has also been alarming. We are told that the war is now 
costing nearly four millions a day, and that the tide of 
expense is still rising. Is it never to be realised that every 
extra million of public credit wasted brings us nearer to the 
end of all credit, and to the subscription of forced loans 
and inconvertible notes and all the other horrors of financial 
debility ? We are not yet in actual danger, but surely the • 
time has come when the most severe restraints must be put 
on the public extravagance. 

Before the war Germany was calculated to be about as , 
wealthy as the United Kingdom. What is now the real state 
of German credit in spite of German organisation and 
authority ? Are we to follow Germany on the road to 
ruin, or shall we make certain of success by solid economic 
endurance ? 
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the depreciation of. the pound sterling 

» 

[October 2, 1915) 

In this se-'ios of papers attention has been called from 
the beginning to the dangers arising from the inflation of 
the currency and of credit. It was pointed out that such 
an inflation was likely to cause, first, a general rise of i;::ices, 
and, secondly, an unfavourable rate of exchangt: in foreign 
pajnnents. A general rise in prices means a fall in the 
purchasing power of the pound sterling, or technically a 
general depreciation as compared with commodities. The 
fall in the rate of exchange in foreign payments is the 
specific depreciation as specially shown in the relation of 
' the pound sterling to the American dollar. Both kinds of 
depreciation are closely connected, and after a certain 
point is reached in inflation are certain to occur. As a rule, 
however, the depreciation of bothkinds only sets in gradually, 
and when it is too marked to be passed over is usually set 
down to other causes. The consequence of this faulty 
diagnosis is that the inflation is allowed to grow, and the 
evils are met by temporary expedients which do not strike 
■ ' at the root cause. 

The present monetaiy situation in this country illustrates 
the justice of these genei*al observations. The recent reports 
of the Board of Trade and the records of the Ecmwrnist 
index number show that since the beginning of the war the 
purchasing power of the pound sterling in this country has 
fallen by about one-third. The serious fall in the American 
exchange is obvious from the appointment of the Com- 
mission now touring the United States under the leadership 
of the Lord Chief Justice of England. 
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The facts of depreciation, both general and special, cannot 
be denied, but there is still a great reluctance to ascribe 
either one or both to the inflation of the currency. The 
inflation is not supposed to have even a partial influence, 
and it is allowed to continue at an increasing rate. 

In the iiieseiit paper the rise in prices only will be con- 
sidered, or, in other word^, the general depreciation of the 
pound sterling. This depreciation, whatever the causes 
may be, is productive of very serious difficulties. There is, 
for example, the great difficulty of readjusting wages to 
the new scale of prices. It is, of course, true that in a great 
war labour ought not to expect to bear none of the sacrifice, 
and to have no fall in its standard of comfort. Biit if there 
is a general rise of prices through inflation, unless wages 
also rise so far, there will be an exceptional gain for profit. 
Apparently labour is not unwilling to bear its share of the 
burden, but it is suspicious of the gains of capital. The 
only justification for general war bonuses to those above 
the poverty line is the recognition of such a general rise in 
price as may be caused by inflation. But from any point 
of view war bonuses must be set down as at best a choice of 
evils. 

Although the connection between inflation and the rise 
of prices may be denied, the inflation itself must be admitted. 
Even those who most applauded the measures taken to 
support credit on the outbreak of the war now confess that 
the support was very much overdone. Little harm would 
have ensueef if the measures taken had come to an end 
with the emergenejT- from which they arose. Btit although 
the banking system of the coimtiy quickly recovered its 
normal working capacity, the so-called emergency measures 
were continued. The most important of these measures 
was not only continued, but greatly extended in the progress 
of the war- — the measure, namely, which provided for the 
issue of Treasury notes for £i and los. The reason at first 
assigned for the issue of these notes was that they were 
needed to take the place of other forms of bankers' credit. 
It was supposed that in the war crisis people might wish to 
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withdraw their deposits ; that they would look askance 
at cheques ; and that more transactions must be conducted 
on a cash basis. (The banks were to be allowed to obtain 
Treasury notes to the extent of 20 per cent, of their deposits, 
and if the privilege had been acted on the country would 

have been flooded with £200,000,000 of notes- -wliicli, as 

Euclid used to say, is absqrd?) But when the emergency 
had been surmounted, with an immense display of jubilation 
on the part of all concerned, the emergency notes, instead 
of being withdrawn, were increased. 

The facts regarding the issues are very striking. ^ At the 
end of September, 1914, by which time the crisis had passed, 
the outstanding amount was just under twenty-eight 
juillions. In the last three months of 1914 this amount had 
been increased by ten millions onljc But in the one month 
from August ii to September 8, 1915 — i,e>j after more than 
a year of war — the outstanding amount was increased by 
more than twelve millions. In the next \veek ending 
September 15 over six millions more were added, and this 
last week ending Septernber 22 another three ucllioiis has 
raised the aggregate outstanding to over seventy millions. 

As the suppression of the crisis and the victory over the 
emergency had been celebrated nearly a year ago, it has 
become necessary to find a new justification for the con- 
tinued increase in the issues. The theory now is that the 
notes are issued to ta.ke the place of gold in circulation. It 
is argued that the gold will be far more useful in a central 
bank or a war-chest than in the pockets of the people. The 
experience of Scotland is appealed to in the matter of the 
one pound notes, and long ago the half-sovereign was con- 
demned as a most wasteful coin. These reasons are in them- 
selves excellent. The pity is that they were not discovered 
sooner by the responsible authorities. If, after the immediate 
crisis of the outbreak of war had been got over, steps had 
been taken to withdraw the gold from circulation and to sub- 
stitute notes, probably no objection w^ould have been taken 
by anyone. There was a genei'al feeling that gold was 
needed by the State. But not only was the gold allowed 
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to remain in circulation, but in the first year of the war 
from July 29, 1914, to July 28, 1915, the Bank of England 
was said to have lost in gold currency to the provinces 
about twenty-two millions. Under pressure from the 
Government on the banks part of this gold has been recovered 
recently, but by the latest reports it seems that the inflow 
from the country has been diminished or even reversed. 

In addition to the Treasury notes there has been an 
increase in the issues of other banks, e,g., the Scottish banks 
and the ]:lank of England, and there has also been a large 
increase in the silver coins. 

Tlie general conclusion is that if we compare the amount 
of money used for internal purposes before the war with 
tlie amount at present in use, there has been a very great 
increase. Such a great increase in the c|uantity of money 
in a country might be expected to raise general prices, and 
accordingly it is reasonable to ascribe at any rate part of 
the admitted rise of general prices in this country since the 
war to the inflation of the currency. 

This view is confirmed by the weakness of the other 
causes assigned. Such causes, if they are adequate to account 
for a general rise in prices, must be of a general and wide- 
I'eaching character. When prices began to rise the cause 
usually assigned was scarcity of commodities. The official 
returns of imports and of the epnsumption of representative 
commodities show that scarcity can no longer be considered 
the principal cause. All the evidence points to abundance. 
Our fa\^oured land compared with our great enemy’s is a 
land flowing with milk and honey, or tlie less mnocent 
modern substitutes. 

Another cause of the rise in prices that has found much 
favour is monopoly. No doubt, in practice, wdienever 
monopoly emerges prices tend to I'ise. In theory, a mono- 
polist may possibly make a greater net profit by low prices 
and large sales, but in practice he never takes this kind of 
risk unless compelled by the Government, In time of war 
competition is in many ways hindered, and whatever checks 
competition promotes monopoly. In important cases, no 
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doubt, monopoly of various degrees has raised prices in 
this country during the progress of the war. And in this 
connection the opinion of Adam Smith may be recalled 
that '' the gains of monopolists whenever they can be come 
at, are the most proper subjects of taxation.” But though 
the rise in prices in some things may be due to monopoly, 
it cannot be said that monopoly is a wide enough cause to 
account for the whole of the general rise. • 

WliC'tlier we consider the extent of the inflation of the 
currency on the one side, or on the other the inadequacy 
of the other causes assigned, we seem forced to the con- 
clusion that (to say the least) the inflation is at any rate 
one of the moot important causes of the rise that has taken 
place in this coiinirjr This view is confirmed by lefcrent'e 
to other countries. In other countries also there has been 
inflation and a corresponding rise in prices — in Germany, 
France, and Russia. (In these cases also there has been 
the specific dex)reciation of the monetary unit in foreign 
exchange — a point not considered in the present paper.) 

It is noteworthy also that precisely similar points arose 
for consideration in the great Napoleonic wars, and were 
treated by such writers as Ricardo, who was at the time 
the leading man in London in practical finance, and also 
the outstanding authority in monetary theory. There is, 
indeed, no country which does not offer at some period of 
its history examples of the depreciation of its currency due 
to inflation. 

But the correct analysis of the actual rise in prices in the 
present war is by no means a matter of historical interest 
only or of the confiimiation or illustration of monetary 
theories. The point of practical importance is that if up 
to now the inflation of the currency has had any influence 
any further inflation will from henceforth have much greater 
influence. If we look to the efficiency of our banking system 
and to the large additions to the currency already made, 
there can be little doubt that the saturation point has been 
reached. More currency notes and more silver can no doubt 
be thrown into circulation, and in spite of war loans bank 
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deposits may again increase. But this further inflation 
can only take place with a corresponding further rise in 
prices. In matters of currency we always have to biing 
in the qnalincation ** after a point/’ because in currency, 
as in most other things of human interest, we pass by slow 
degrees from one extreme to the other. The watched pot 
boils at last, and boils over though the Vvater may be ice-cold 
at first. '- In the same way we pass by slow gradations from 
th.e most perfect system of convertibility as exemplified in 
England before the war to the system of iiiconvertibilit}/ 
and forced paper currency as illustrated in the most extreme 
form in the old French assii:n(iis. The question is always 
where to draw the line — ^where to stop in the creation of 
war credits and emergency currencies. So long as the 
simple principle of convertibility is held to, so long as gold 
is held to meet all possible demands for internal use or for 
export, tlicre is no difficulty, because the whole system 
works in an automatic way. But once any restrictions are 
put in tlie way of conversion, the working of the system 
depends on the judgment of the authorities. According to 
the old way of speaking, we have a managed currency instead 
of one that is automatic. In practice in a managed currcnc)’ 
it nearly always seems necessary or advantageous to the 
authorities to expand the currency and credit far beyond 
the point that would be reached under the automatic 
system. 

If any forni of deferred or suspended convertibility is 
adopted and is associated with an increase of issues prices 
will rise just as they would have done if the notes \vere 
definitely inconvertible. Under present conditions, in which 
the international movements of gold arc very greatly 
restrictcxl and controlled, the level of prices in any one 
country is much more subject to purely local influences 
than in the normal times of peace. In normal times seventy 
millions of small Treasury notes, with a simultaneous increase 
of coins and other notes, could not ha,ve been put into 
circulation ; nor could the American exchange have fallen 
to so low a figure. In times of war all this extra currency 
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can only be used coincidentally with a rise in prices in the 
home country and a fail in the foreign exchange. The mere 
holding of a reserve of gold in a central bank is no guarantee 
against depreciation. Unless that gold is used as required, 
it might as well be in the mines. 

According to their onicia]^ returns, France, Russia, and 
Germany hold very large stocks of gold — much larger than 
is the case with us — ^but no one will deny that Siese three 
countries are suffering from (or eiijo\dng) a depreciation of 
their currency, both special and general. These three 
countries, on the outbreak of war, at once made their notes 
inconvertible. It was part of our gloriiic-ation of British 
credit that we were not obliged to adopt this extreme 
measure. But we took no effective precautions to keep 
from drifting into the same system. We have recently 
been informed that the Government intend to make all 
their own payments in notes, and the banks are enjoined 
to press notes on their customers. If the gentle terms of 
persuasion are not sufficient, no doubt in a short time the 
use of gold or the refusal of notes will be penalised, as it is 
in Germany. 

Even apart from any question of a further inflation and 
further rise in prices, the system of note issues ought to 
be put on a definite basis. The old system, except in name, 
has been abandoned. The new system, if there is one at 
all, is an official secret. Fortunately the present Chancellor 
of the Exchequer has reverted to the old traditions of his 
office, and has presented a Budget of facts and figures 
without disguise. What is the universal complaint ? The 
universal complaint is that the taxes were not put on soon 
enough, and that now they are not heavy enough. Every- 
one knew that something was wrong with the body politic 
through its surfeit of expenditure. Will not the same 
Chancellor throw his searchlight on the financial measures 
affecting our currency and credit — the measures already 
adopted, and those that may have to be adopted in the 
near future ? Is the country simply to be allowed to drift 
into inconvertibility, and is the system to be worked simply 
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according to the needs of the day in a hand-to-mouth 

fashion ? ^ . 

The principle of limitation must be applied in some way 

to every form of paper money, if its value is not to fall to 
the value only of the paper itself. Where are we going to 
draw the line ? During the last six weeks the outstanding 
amount of currency notes has been increased on the average 
by more -than half a million a day (including Sundays). 
This is nearly as much as the reported daily cost of our 
Navy Apparently we have only to print off about ten 
times as many notes daily to bear the whole expenses of the 
war. It seems too good to be true but where is the Ime 
to be drawn ? 



CHAPTER XXIV 


% 

THE AMERICAN ’EXCHANGE AND THE 
ANGLO-FRENCH LOAN 

{October i6, 1915) 

% 

Lord Randolph Churchill, after his hasty resignation 
of the Chancellorship of the Exchequer, is reported to have 
said at his leisure that he had forgotten Goschen. Since 
that time a good many people have forgotten Go'-ch.ei- and 
his work. In his day Goschen was the leading authority 
in the higher finance of money and banking. He was the 
exponent of the ideas and the methods by which London 
had obtained and maintained the monetary supremacy of 
the world. Goschen was not only a banker after the most 
straitest sect of banking orthodoxy, but he was an ordiodox 
economist, who cherished both in theory and in practice 
the old economic principles as regards public expenditure. 

If Goschen had been Chancellor of the Exchequer on the 
outbreak of the war — but why pursue the profitless specu- 
lation ? At the present juncture, failing the living voice, 
we may turn for counsel to the written y/ord ; and the 
legislator who has to form an opinion on the American 
exchange problem may well prepare his mind by reading 
Goschen's Foreign Exchanges.'" The book is a classic, 
and the illustrations drawn from the American Civil War 
are peculiarh^ apposite, nmtatis luiiiandis, at the present 
time. It is, however, in the method and in the ideas rather 
than in the particular illustrations that the value of Goschen’s 
work is to be found. The argument of the present paper 
is based on the two concluding chapters on the interpretation 
and on the correctives of the foreign exchanges. , 

The first point to seize in the interpretation of the foreign 
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exchanges is that they are to be regarded in Goschen's 
plirase as "'an unerring mercjintile and monetarybaromet^r/' 
Any unusual movement in the foreign exchanges, especially 
any movement beyond the limits which normally determine 
the import or export of gold, must be due to some excep- 
tional cause. The first thing is to discover the cause of the 
exceptional - -Ihat is to say, the problem is one 

of interpre^tation. It is only after tlxe true interpretation 
has been reached that any steps can be taken towards a 
correction of the movement — if such a correction should, 
after inquiry, seem desirable. 

Nothing could be more absurd than to look on a fall in 
the exchange as a kind of disease which can be overcome 
by attacking the symptoms and not the cause. '' At all 
events,"' says Goschen, '' it must be borne in mind that that 
which is really to be corrected is not the actual position of 
the exchanges, but that state of things which brought it 
about." No one would be so foolish as to think he could 
amend the weather by artificially raising the barometer. 
The barometer, as the name imports, is a measurer, it is 
not a maker, of weather. When we are told that the Anglo- 
French loan is meant to support the exchange, the language, 
at any rate, is suggestive of a very old fallacy — the fallacy, 
namely, that the movements of international trade depend 
on the exchanges and not the exchanges (so far) on the 
trade ; the conclusion drawn from the fallacy being that 
llu^ Government must correct an unfavourable exchange in 
the interests of the nation's trade. 

On this view it is said that the American exchange must 
be supported, or else the imports from America will be 
diminished, and (presumably) cease altogether with a con- 
tinued fall. The falsity of this view is shown by a simple 
reference, io facts. Since the beginning of the war there 
has been a more or less continuous fall in the American 
(Cvchange from the liigliest point on record to the lowest. 
Has there been any falling off in our imports from America ? 
On the contrary. Most of those who look to the interpreta- 
tion of tlie fail ascribe it principally to the excess of imports. 
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And, in fact, with a record in the fall in exchange there has 
been" a record in the imports. 

International trade will adapt itself to all sorts of fluctua- 
tions in the exchanges of various countries. Any uncertainty 
in the exchange is only, one more of the chances to be taken 
account of in the adjustment^ of the real bargain, and the 
dilTitralty may be got overnn various ways. 

There is, however, a sense in which an unfavourable 
exchange or a fall below certain limits is unfavourable to 
the nation^ at large. ''The phrase,'' says Goschen, "is 
accurate enough from the monetary or banking point of 
view.'' After a certain point is reached in the fall in the 
exchange it pays to export gold from the country. The 
remittance of gold may become the cheapest way of settling 
a foreign debt. " Under present circumstances a merchant 
or banker will consider that to be an unfavourable state 
of things which points to a dangerous diminution of the 
stock of gold." 

When we seek for the reason why an adequate supply of 
gold is the foundation of banking stability — and Goschen 
was never tired of telling the British bankers that their 
gold reserves were inadequate to meet an exceptional strain — 
it is found in the great principle of convertibility. " Under 
the present state of legislation all engagements involve 
payments in gold or in paper convertible into gold, the 
merchants engaging to pay in gold or bank-notes at their 
option, and the Bank of England being bound by law, 
without ^option, to pay these bank-notes in gold." Of 
course, even in the early 'sixties, large payments were very 
seldom settled in England in actual gold or notes, and since 
that time there has been a still greater development in the 
economy in the use of gold. But at any rate, up to the 
outlu'eaic of the vrar, the whole banking system rested on 
the principle of convertibility as laid down by Goschen. 
In other words, London was a free market for gold. 

In oilier banking centres there was not the same freedom 
as in London in obtaining the gold — e.g., in Paris, or Berlin, 
though in botli places much larger stocks of gold were kept. 
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Under the British system the gold was not as a 

hoard wliich ought to be increased as much as possible. 
The idea was only to keep in hand such an amount as would 
suffice, under any circumstances, to meet the demand. 
As Goschen said — Wlien the stock of gold is evidently 
adequate it is even, in a banking point of view, erroneous 
to consider a further a.ccumulation advantageous or desir- 
able. . . n the temporary excess of gold at one point is of 
no advantage whatever, but rather the reverse."' The 
United vStates at the present time seems to have reached 
th-is stage of repletion. 

Under the system described by Goschen the principle of 
convertibility was interpreted most slrictly. The issues 
of bank-notes wctc severely limited by law, and suspended 
or deferred comx'rtibilily was not admitted. It is true 
that in other countries, and notably in India, this strict 
principle of convertibility had been departed from under 
the various devices of whiii: is now called the gold- exchange 
standard. Under this system it is supposed that if the 
foreign exchanges are artificially kept within the normal 
limits the principle of convertibility is observed. 

Under this system it is the duty of the Crowrnment to 
support the sterling exchange, that is to say for ('xternal 
purposes. (On this plan the Indian exchange has been 
supported, iliough there has arisen in India itself since the 
war a heavy premium on gold.) 

In England, , howev er, up to the outbreak of war no 
inroads h.a,d been made on the old principle of convcrlibility 
cither as regards internal circulation or foreign payinenls. 

The outbreak of war naturally, and perhaps necessarily, 
led to considerable changes. The effects of these cluiugrs 
have been ciimulativav. As shown in a previous paper, there 
has been an enormous increase in the output of paper nur.u*}' 
and also of silver token money. Last week tliero was again 
the usual increase of ov^er three millions in the amount of 
tlie currency notes outstanding. Coincidentally, even if the 
causal connection is denied, there has been a general rise 
in prices or a general depreciation of tlie pound sterling. 
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Such a general rise in prices, according to the principles 
adopted by Goschen, tends to encourage importation and 
to discourage exportation. Coincidentally (it again the 
causal connection is denied) there has been an abnormal 
excess of imports over exports — the returns tor September, 
as well as for the nine months of the year IQ13,, being very 
striking. No doubt other causes are also at work — no one 
supposes that the excess of imports is due entirely to the 
inflation of credit and currency in the home countr}^ But 
all experience shows that such a cause is operative and is 
cumulative as long as it lasts. The 1101 mal sequence of 
events in any inflation is in the following order : — Inflatioig 
over-importation, adverse balance, drain of gold, check to 
credit, commercial crisis. If the later stages are not reached 
it is only because the inflation has been checked in time, 
or the export of gold has been liindered. 

A('cording to the exposition of Goschen, an export of 
gold (or such a condition of the exchanges as would naturally 
lead to such export) may arise in three ways — it may be 
the result of the settlement of indebtedness, or of differences 
in the value of money {i.e., in the sense of rate of interest), 
or of differences in currency. The correction of the exchange 
(or the check to the oufflow of gold) must depend on counter- 
acting the dominant cause. 

Under the old system a drain of gold dvic to excessive 
imports was met hy a rise in the Bank rate a.rid a correspond- 
ing contraction 01 e.redic and prices. This contraction led 
to a fall in prices. The country was no longer so good a 
market for imports, and the cheapness oncoumgt'd the 
exports. In this way the outflow of gold was checked or 
reversed. 

Under the system that liiis been in force since the war 
this mode of adjustment has been rdtogether inoperative. - 
Tliere lias been no pretence of correcting the adverse balance 
by any kind of contraction, Tno Bank rate has remained 
fixed, and most of the emergency measures adopted for the 
facile creation of credit are still in use. How can contraction 
be effective when, for example, tlie Bank of England is 
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bound to advance on the old War Loan at the price of issue 
at I per cent, below Bank rate ? And this is only one 
(‘•xami)ie of the aids to inflation. For all internal purposes 
cui.Te.ncy notes replace gold, and the issues depend on no 
recognised principle of limitation. 

As the old methods of correcting the falling exchange 
have become obsolete other metliods nave been substituted. 
People ^re implored not to use so many foreign imports, 
and to check their consumption of exportable things. But 
thoiigh the heavens should fall — ^let alone the cxcliangcs — 
the true Briton will spend his extra money according to 
his appetites. Now that any hypnotic suggestion of modera- 
tion has been found to be a futile remedy, tlu^ compulsion 
of ta.x;i.tion of imports has been resorted to, but, unfortu- 
nately for the success of the remedy, only in homceopatliic 
doses. 

In the meantime, failing other correctives of the exchange, 
the Anglo-French loan in the United Stater; holds the field. 
In itself the loan seems quite a simple and efficient expedient. 
Having regard to the war conditions prco'uiling, the usual 
American methods of business, the various interests to be 
conciliated, etc., the terms of the loan seem quite reasonable. 
They are not easy to reconcile with the large ideas of the 
ine.xhaustihilit}^ of British credit that were so dominant a 
year ago, but that is a matter of no importance in the midst 
of the constant flux of opinion on every aspect of the war. 
The new loan is a payment by means of promises to pay 
instead, of by means of gold or other things for an excess 
of imports, whiidi excess is due to the war. It is an excep- 
tional remedy for an exceptional case. The natural pre- 
sumption is that the loan is to be expended solely in pajr- 
menls for most necessary Governmental re(|uiremeiits. The 
loan in itself cannot restore the exchange to its normal 
limits. And as soon as the proceeds are spent tlic adverse 
lialance becomes so much grea.ter on account of the payment 
of interest. Then will come a new loan, probably on harder 
terms and more interest. Still, when look to the amount 
of our own war loan and to the needs of the immediate 
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future, the American loan just arranged for may be con- 
sidered good business. 

But it is difliciilt to follow the reasoning by which the 
chief merit of the loan is said to be in the support given to 
the exchange. Is it intended that the Governinent should 
attempt to stabilise the American exchange by the methods 
applied to India ? Unless ^nfe artificial inanagemcnt of 
this kind is attempted, the only effect of the loan^will be 
through the direct diminution of the adverse balance. So 
far as this adverse balance may be due to inflation, Ihe 
American loan will rather aid than diminish the influence 
of the inflation. 

Bv:.t whether we look to the internal circulation and the 
state of prices, or to the outward flow of gold and the foreign 
exchanges, some check on the continued inflation seems 
desirable. 

In Goschen's interpretation of tlic exchanges the first 
element looked to was always the indebtedness. But the 
next was the state of the currency and circulation. The 
moral of the present argument may be convoyed in a 
quotation from Goschen on the effect of the issues of notes 
in the . American Civil War : “ Strangely enough, the 

depreciation was actually delaj^ed far bej^ond the time wlien 
it was expected to occur, and the Americans began to believe 
that it was possible to print paper money without losing 
gold or depreciating the remainder of the currency.” Appa- 
rentl}^ we are afflicted with the same belief. 
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LIBERTY, CONSCRIPTION, AND ECONOMY 
l/>^ovc)nkey 13 , 1915 ) 

The crimes committed in the name of liberty have become 
pro\'e]:bir:i. Most of the crimes are the result of not tmder- 
SLaiiding the nature and meaning of libert}^ SoniotLines 
the meaning is construed too loosely, and liberty degenerates 
into anarchy. Some forms of the opposition to the metliods 
of compulsion in military service are purely aiiarcliical. 
Similar arguments would destroy the compulsory power of 
taxes or legal punishments. Fortunately, this misinterpreta- 
tion of liberty has not survived exposure to the light. No 
reasonable man would now maintain that under no circum- 
stances ought compulsory service to be adopted. Tlie 
practical question is whether it is worth while to resort to 
compulsion. The right to use the compelling power is 
admitted, if only in the grudging form that needs must 
when the devil drives. 

But though the anarchical interpretation of liberty has 
been abandoned, and we no longer hear of threats of a general 
strike against conscription in any form, the fair field for 
argument on the merits is still cumbered with other mis- 
understandings, There is the dread, for example, still 
expressed in some quarters tliat the adoption by us of 
compulsory military service would engender a spirit of 
militarism. By the natural associations now clinging to 
the word, militaiism is supposed to mean Prussianism, and, 
with so awful a disease, the old advice to check the begin- 
nings seems at lea.st t.‘xciisable. A little sober reflection, 
however, will show that compulsory service is not of neces- 
sity a forerunner of the Hohenzollern pestilence. Nor does 
training in the use of arms and in submission to military 
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discipline imply any weakening in the love of personal 
freedom and in the admiration for our hard-won political 
liberties. On the contrary, a general appeal to history 
shows that compulsory national service has been comrhonly 
adopted by the most liberty-loving peoples. The danger 
to liberty has arisen not from national service, but from 
j standing armies and mercenary troops. “ Men of Repub** 

§ lican principles,’’ says Adam Smith, have been jealous 

j of a standing army as dangerous to liberty. . . . The stand- 

ing army of Caesar destroyed the Roman Republic. The 
standing army of Cromwell turned the long Parliament 
out of doors.” But, as Adam Smith is careful to point out, 
i even a standing army is only dangerous to liberty when the 

inlcrests of the commander and the principal ofiicers are 
not in accord with the principles of the constitution. To 
I take a modern instance, the interests of the Kaiser and his 

military caste have strangled the jibc:rties of the German 
constitution. On the other hand, the spirit of France and 
the spirit of Russia in the present war are unquestionably 
ennobled by the idea of the duty of national service. 

< The opinions of Adam Smith on liberty, conscription, 
and economy are specialty deserving of attention in this 
f country at the present time. Adam Smitli was the greatest; 

of economists, and his greatness is partly due to the fact 
that he always took a large view of his subject — ^he never 
fell down and worshipped a rigid code of formal precepts. 
If his teaching is to be summarised in one sentence, the 
sentence must say that he was the great apostle of liberty. 
His whole economic system is known as the system of 
natural liberty. His ideas on liberty were akin to those of 
the great French philosophers, his contemporaries, who were 
sowing the seeds of the French Revolution. The difference 
was that Adam Smith tempered his liberty with a fuller 
' knowledge of the nature of mankind as revealed by actual 

history and experience. The work of Adam Smith bristles 
with facts. That is one reason why it always appeals to 
the practical man — that is to say, his real work, and not 
the ciit-and-dried formiilse into which it has been* I'educed. 
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But. the chief reason why the Wealth of Nations ” has 
retained its great popularity is because it is per\ aded by 
tl.ie spirit of liberty. Everybody feels at some time or otlier 
tliat too much. Government is a nuisance. The natural man 
may like well enough to govern other people (especially 
if he is well paid for it), but for himself he likes to be let 
alone, and he hates taxes.** Anyone who vrish.es to make 
an effective attack on any Gewnmu-i'.-id. abuse cannot 
prepare his spirit better than by reading a little Adam 
Smith — the great master of liberty and economy. 

Ada.ni Smith treated of the questions that are just now 
agitating the British mind under two headings — namely, 
the Expense of Defence and the Expense of the Education 
of Youth. Both Defence and Education come into the 
' I'ange of economics because they involve expense, and 
since Adam Smith wrote the expense of both has increased 
enormously. In considering the expense of these institu- 
tions Adam Smith was led into a more general treatment 
of national defence and national education, and of tlic 
very close interconnection between the two. Those who 
have a vague idea that Adam Smith was the father of a 
peace-at-anj7-price policy will be surprised to hear that 
no present-day writer has ventured to put the case for 
universal militarj?” training with the elemental moral vigour 
of Adam Smith. Here are the main steps in the argument, 
and be it observed they are taken from the section that deals 
with the education of youth : — 

m 

In the progress of improvement the practice pf militcny 
exercises, unless government takes proper pains to support it, 
goes gradually to decay, and together with it the martial spirit 
o.[ the great body of the people. . . . But the security of t;ie 
society must always depend more or less upon the martial spirit 
of the people.'' 

Adam Smith does not look on the martial sp.;rit of the 
people simply as a cheap mode of insurance for liberty. He 
goes on to say : — 

Even though the martial spirit of the people were of no use 
towards the defence of the society, yet, to prevent that sort of 
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mental mutilation, deformity, and wretchedness wliicli cowardice 
necessarily involves in it from spreading the]n selves through 
the great body of the people would still deserve the most serious 
attention of government ; in the same manner as it would deserve 
its most serious attention to prevent a leprosy or any other 
loathsome or offensive disease from spreading itself amongst 
them/' 

If we remember that the. s3/stem of natural liberty rests 
on the idea of individuaJ freedom, the follov-ing se^nterice is 
in complete harmony with that system 

'' A coward, a man incapable of defending or of re\^enging 
Iiimself, evidently wants one of the most essential parte of the 
character of a man." 

Fortunately for the British Empire the martial spirit of 
the great bocly of the people has not decayed, although we 
have no modern substitute for the old compulsion of the 
practice of archery. The British Empire, with its variet}’ 
of interests in all parts of the world, has had continual 
reminders that the paths of peace need safeguarding bj;^ 
something stronger than the mere love of peace. The 
martial spirit has been kept alive by little wars and rumours 
of greater wars, and an ;in\\'a\'ering belief in the British 
power of the sea. Happily, in the hour of need not one of 
the nations of wdiicli the British Emi)ire is composed was 
too proud to light. At the same time, it must be admitted 
that among>'t a certain number of the people there has not 
been that alacrit\^ to shov/ the martial spirit in practice 
which might have been expected if the duty of military 
service Imd been inculcated by actual training in youth. 

But it is not only on the moral excellence of the martial 
spirit that Adam Smith founds his argument for national 
training. He approves indeed of martial training — as just 
shown — even if it were not necessaiy for defence, but the 
solid foundation of the whole argument is that tlie defence 
of the nation, even from the point of vievv of the most 
elementary securit}', cannot be altogether left to the volun- 
tary action of the people. 

This part of the arguinent is specially enforced in the 
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section that deals with the expense of defence. The basis 
of the whole argument is that the trade of the soldier cannot 
be left to the voluntary action of individuals. In industries 
the choice of occupations may be left to the natural play 
of demand and supply. Division of labour, which in the 
extended sense means the varied occupations of the people, 
is naturally introduced by the prudence of i who 
find that they promote their private interests better by 
confining themselves to a particular trade. 

'' But it is the wisdom of the State only which can render the 
trade of a soldier a particular trade separate and distinct from 
all others. ... It is the wisdom of the State only that can 
render it for the intei^est of the private person to give up the 
greater part of his time to this peculiar occupation, and Sintes 
have not always had this wisdom even when the preservation 
of their existence required that they should have it. . . . An 
industrious, and upon that account a w^ealthy, nation is of all 
nations the most likely to be attacked ; and unless the State 
takes some new measure for the public defence, the national 
habits of the people render them altogetlier incapable of defending 
themselves.” 

Until the conduct of the present war showed that Germany 
takes a very serious view of the right of the exaction of 
maximum indemnities from the conquered, the idea had 
come to prevail that a -wealthy nation, if it happened to be 
on the other side of the Atlantic, was not open to attack, 
and was sufficiently protected by its own peacefulness and 
the tradition of the Monroe Doctrine. It now appears that 
even in the Urxited States the argument of Adam Smith is 
being accepted both as regards the dangers of at*tack and 
the necessity for defence. As regards our own country, if 
this time w^e escape from the consequences of unrcadizicss, 
the lesson is not likely to be soon forgotten. 

According to the teaching of Adam Smith, although the 
wealthy nation is most liable to be attacked, it is also, by 
reason of its wealth, the most capable of defence. '' In 
modern wars,” so he wrote, the great expense of firearms 
gives an evident advantage to the nation that can best 
afford that expense ; and consequently to an opulent and 
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civilised over a poor %<nd barbarous nation. In ancient 
times the opulent and civilised found it dililcult to defend 
themselves against the poor and barbarous. In modern 
times the poor and barbarous find it difficult to defend 
thenisclves against the opulent and civilised. The invention 
of firearms, which at first sight appears to be so pernicious, 
is certainly favourable to the ucrmanenc}' and to the exten- 
sion of civilisation.’' Adam Smith did not foresee or discuss 
the case of most interest at the present time — namely, that 
of the nation that is ba,rbarous as well as wealth^n 
The relation of wealth to military power leads up to the 
third division of the present text — namely, economy. At 
the outbreak of the war we took it for granted too easily 
that the greater the wealth the greater the power for endur- 
ance. We looked with complacency at the aggregate value 
of our national wealth. We forgot that the greater i)art 
of this realised wealth could not be mobilised for war. The 
State might take the whole of the rental of lands and houses, 
but it could not take the lands and houses themselves for 
consumption in war. It is the opinion of most economists 
that the national income is a far better test of the national 
wcaltli than is the capitalised value of that income. The 
national income of the United Kingdom in normal times is 
reckoned as somewhere about 2,000 million pounds. The 
present rate of our war expenditure at, five millions a day 
works out at nearly 2,000 million pounds a year. No wonder 
that the Prime r\Iinister in his most important speech since 
the war began described the financial situation as serious. 
The only consolatiou now offered is that the situation of 
Germany is more serious. In this comparison of burdens, 
hosvever, it is fogotton tliat we cannot adopt the German 
methods of exploitation or so-called organisation. 

The most complete sjostem of conscription will be useless, 
or worse than useless, unless it is accompanied by far greater 
econom^:^ in the use of our wealth. In war as in industiy 
labour is only one of the factors to be reckoned with. It 
seems probable that the admirable effort of Lord De.rby will 
directly or indirectly give the State the command of all 
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the labour fit for military purposes. What we have now 
to realise is that this labour cannot be effectively used for 
the period of the war unless we practise the strictest economy 
in every sense of the term ; and the word economy ’’ has 
at least two meanings applicable to the present case. 

There is economy in the simple sense of saving or of 
refraining from present gratification with a view to the 
future. Jn this simple sense people are asked to eat and 
drink less and so on, and put the money saved into the 
War Loan. The State will then use the money for the 
defence- of our interests, that are far greater than rrealth. 
This aspect of economy, as we are reminded by Professor 
Edgewoith in a recent discourse was expressed in noble 
language by one of the greatest of Scotsmen — namely, 
Dr. Chalmers, who was moved by the menace of Napoleon. 

Exchanging luxury for security and independence,'' that 
is the moral profit that is offered to the soul of the nation. 
^' Instead of splendour and luxury they will receive liberty 
and protection, and the conscious importance which ever 
accompanies the feeling of being an independent people." 

These are the feelings," said Chalmers, " and they are 
worth purchasing." But Chalmers did not rely only on 
voluntary sacrifice and on the appeal to patriotism. ‘‘ Taxes," 
he said, " will whip us on to improvement " — that is to say, 
in the exchange of the luxuries of peace for the necessaries 
of war. The statistics of our consumption during the 
present war show clearly enough that this wEip must be laid 
on with more vigour. 

But there is a second meaning of economy lhat is of 
equal importance at the present time. Economy in this 
second sense means the lessening of cost in the attainment 
of any object. It implies that of the many methods possible 
the least expensive, if it answers the purpose, is the test. 
Economy in the first sense gives the vState the money ; 
economy in the second sense makes the vState use the money 
to the best advantage. The course of the war has shown 
that it is this second kind of economy that has been most 
neglected. Hitherto, with the aid of loans, plenty of money 
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has been forthcoming, but at every point the economy of 
expenditure has been neglected. This is not the 
for any enumeration of details, but one preliminaiy con- 
dition of successful economy may be emphasised. It is no 
use making economies in one direction and spending more 
in another. Surely with expenditure at five millions a day 
it is time to enforce the principle of rigorous limitation. 
Let no expenditure of any kind be taken up unless the money 
is obtained from some less urgent need. Before any Member 
of Parliament boasts that he has obtained some increase of 
public expenditure for some estimable object let him show 
that he has saved the money from some less estimable mode 
of expenditure. What is wanted is not a readiness on his 
part to vote for more taxes for his favoured scheme, but 
a definite indication of a source of saving of waste. 


CHAPTER XXVI 

THE GRAVITY OF THE FINANCIAL SITUATION 
{December 22, 1915) 

“ WEjiave got into a position which I think is extremely 
dangerous., and for this reason. As long as we can horvQw 
money freely to any extent that is required there is a fictitious 
prosperity spread over the whole country, and instead of 
making sacrifices people are better off than they ever wore 
before.'' Tliese were the words of Mr. Bonar Law, speaking 
as Leader of the House of Commons about a month ago, 
in the absence of the Prime Minister, who had himself 
described the situation as serious a little time before. It 
might have been supposed that such utterances would ha^T^ 
been the prelude to a serious attempt to reverse the policy 
which has brought the country to this '' extremely dan- 
gerous position." 

'' Instead of making sacrifices,’' said Mr. Bonar Law, 
and since he spoke what signs are there of any greater 
readiness to make sacrifices ? At the outset of the war the 
spirit of self-sacrifice was high throughout tlie land. The 
spirit of self-sacrifice still beats high where the lives of men 
are concerned. That the voluntary system shoold ha\'e 
calLxl fortli millions of men to face the horror of modei'n 
large st'.ale war is marvellous. But in the matter of money 
self-saciifice has been displaced by self-seeking. Getting 
and spending, we lay waste our powers: '' Bear ye one 
another's burdens " has given way to “ share ye one another's 
bonuses." Common sense tells us that a time of war ought 
to be a time of stress. More work and less enjoyment — 
more self-help and lessened appeals to an over-burdened 
Government— -these ought to be our guiding rules. Tlie 
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very opposite has been the case. Public and private extra- 
vagance have combined to make the financial position 

serious '' or “ extremely dangerous ” — the words ®are the 
words of the leaders of our two great political parties. 

Mr. Bonar Law .finds our greatest danger in the fictitious 
prosperity of the country at Ig^rge. liov/ can such prosperity 
have arisen in time of war ? The most obvious answer is 
the extravagant expenditure of public money •raised by 
loans. The loans arc professedly war loans. The proceeds 
ought, liicre.fnre, to be spent in the conduct of the war. 
The test of proper or improper expenditure ought*to be in 
every case — How far does six.'-iuiirrg this money help to win 
this war ? How much is necessarj^ and how much is orna- 
mental or even wasteful ? 

Mi. Bonar Law had vSpeciall}-" in view the rise in wages. 
The rise in wages still goes on. The Chancellor of the 
Exc'hcquer and the Prime Minister united their efforts to 
implore the working classes not to ask for more wr.ges, and 
the next week the papers announced another bonus to 
munition, workers, this time the amount named being four 
siiiliings. Since tlien there are rumours of demands on a 
larger scale to coiupensatc tlie rise in the prices of neces- 
saries. The bonuses are spent, and the inisc.lii(fi circulates. 

vSince we all became sociaiist.s — the saying is now respect- 
able by age— a rise in usages of any kind has come to be 
looked on as a sign of national progress. Whether this 
opinion is just or not depends on the cause of the rise in the 
wages and also on the ways in which the extra earnings are 
spent. The principle of '"the economy of high wages’" is 
based on a deep-seated feeling of human nature. Increase 
a man’s share in the product of his kibour, let wages rise 
in proportion to useful effort, and the ein.ci.oncy of that 
labour will surely increase. The magic of propertj" turns 
sands into gold, and the curse of slavery turns gold into 
sands. 

There is equal truth in the principle of the morality of 
high wages."" There are things made by sweated labour 
that ought either to be made with higher-priced labour or 
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not made at all. Better for a nation a system of outdoor 
relief tiir.:; a system of indoor sweating. 

Both of these principles may be also applied to the 
expenditure of the money wages. If the money is spent 
on things that make for efficiency or humanity, then is the 
rise in wages doubly blest— it blesses not only the master 
that gives, but the man who takes. But if the wages are 
spent oiv drink and the devil and other baneful vanities, 
then both the work and the man are the worse of the high 
wages. 

Precisely similar i-easoning may be applied to profits. 
Our working classes have been so much preached to and 
pi'caclicd at in the matter of war bonuses that other kinds 
of war bonuses have been lost sight of. '' Our merchants,/' 
said Adam Smith, often complain of the high wages of 
British labour, but they are silent about the profits of stock." 
The moral for to-day is obvious. The difficulty is in apply- 
ing the moral. 

Profits and wages under normal conditions may be 
regarded as the universal elements in cost of production. 
If a thing is to be produced in a regular way to meet a 
regular demand the various sets of producers concerned 
must get the normal rates of remuneration, or they will 
transfer their capital and labour to more attractive fields. 
From this point of view it is true that the relative prices 
of products are normally proportioned to their relative costs 
in wages and profits. 

The threefold rise in the price of munitions wffiich Mr, 
Bonar Law mentioned is often accounted for by the rise 
in the corresponding wages and profits. But in this case 
there is another and a much truer way of looking at the 
relation between prices on the one side and wages and 
profits on the other. When the prices of products rise owing 
to an abnormal increase in demand, the fortunate producers 
obtain for the time being what the modern economist calls 
a qiiasi-xeni. A quasi-xeni of this kind is just as much an 
iinea.rncch increment as a rise in the rental of land. In any 
expansion of trade, or more generally in any period of 
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inflation, such abound. In this country during 

the present war they have grown up like mushrooiTiS. It 
is a remarkable instance of the mutability of fortune that 
the present ;Ci]iister of ilunitions should have planted and 
watered so many of these fungi. It is to be hoped that his 
efforts in gathering in part of the increase may be more 
successful than in the case otthh unearned increments of land. 

The present period of fictitious prosperity, with its wealth 
of bonuses and i^zMs^'-rents, is no doubt due in the first place 
to the enormous increase in the demand by the Government 
for all sorts of things. When people speak of the/iemand 
for things raising their price, they often forget that all 
demand implies two elements — the desire to possess, and 
the means of purchase. Desire without money and money 
without desire -are equally ineffective. The British Govern- 
ment in the matter of desire felt the urgent driving of 
military needs. A war demand is overpowering in its urgency. 
The urgency is decided by military officers, and their word 
is final. The money ^"^ower of a war demand is also unlimited; 
it is backed by the whole credit of the State, present and 
prospective. At the outset of the war we were altogether 
unprepared for a great land war. Our military needs were 
extreme. At the same time our credit was unexampled. 
Hence these quasi-TCiiis and war bonuses. We began with 
emergency measures, and the emergency idea is still dominant 
after sixteen months of war. One would suppose that our 
armies were rushing on the enemy with the most furious 
haste instead of being stuck fast in trench warfare. A war 
of edtritton ought to give ample opportunity for a revision 
of measures that were undertaken in the beginnings of a 
war which threatened to be a matter of weeks unless we 
made up for lost time in frantic haste. 

We have been told from the beginning that we were 
bound to win this war by our greater financial endurance. 
If we only escaped disaster at the beginning all would go 
well. Our mone\?' machine w-'ould beat the German war 
machine. This hope was strengthened by confidence in 
our sea-power. By our credit and our sca-power we could 
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draw on all the v.'v)rid. The forecast in our favour seemed 
most reasonable if only we were allow^ed time enough. The 
contesjt between the two machines has not been of the 
expected character. Germany has wasted men, and we have 
wasted money. The Allies are now getting the advantage 
in military power, but our Ministers tell us that the financial 
strain is becoming serious. Glie greatest possible tragedy 
in this war would be a premature peace through the collapse 
of the monetary syslom. Of all the powv-rs for good and 
evil in our modern world, the money power is the most 
timid and tlic most fearful for its own existence. 

One particular group of war bonuses, the most iniportant 
of all, has been most oveidooked. These are the bonuses 
that have been given to the dealers in British credit. If 
we talk in the langUcs-gc of wage-earners, the very first 
demand pressed on the Government W'as that the standard 
of comfort of the great financial houses should be kept up. 
Much may be excused in the panic that arose in the first 
days of the war. The relief measures and preventive 
measures adopted were, as w^e can now sec, excessive, although 
they were perhaps errors on the safe side. But why should 
the emergency jneasurcs have been continued long after the 
panic had subsided, and the dealers in credit were suffering 
from repletion ? 

From time to time in these papers attention has been 
called to the successive expedients of the Government in 
supporting the dealers in British credit. On this occasion 
it is sufficient to recall the cumulative effect. The most 
important result of all this Governmental assistance to the 
monied interests has been an inflation of credit and of paper 
money, which has rendered possible and maintained the 
general rise in prices that is now so marked it cannot be 
denied. The Economist index number for November shows 
that the rise continues at an increasing.rate. All experience 
proves that you cannot greatly increase the amount of paper 
money in circulation without raising prices. - In normal 
times such an inflation is brought down by the necessity of 
providing a sufficient substratum of gold or of notes deiinitety 
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based on gold. But the paper money of the Government, 
now approaching a hundred millions, and growing regu- 
larly every week by about three inillions, takes a^ay all 
need for the p^o^asioil of gold for internal use. The banks 
no longer fear an internal drain, because llie Governmental 
cisieni is alwa,ys kept full. The external drain is not so 
eas}^ to manage. Paper cannot be exported. But 

again the Government is called on for assistance^, and the 
Go'v'ernmeiii, witli its wonted complacency, is to become 
the biggest stock-jobber in the world. 

There can be no question that the general rise in prices, 
to vGiatcver cause it be rdtribiitcd (e.g,, scarcity, wl-icL. is 
absurd, or war, which is vague) is the proximate cause of 
that fictitious prosperity wiiich Sir. Bonar Law deplores, 
and, to sa}’ the least, is a contributo:-}' cause in all our 
financial difficulties. Why do the w-age-earners demand 
rises in wages ? Onl}- to meet, so they say, the rise in prices. 
Why is the Governmental expenditure rising so rapidly ? 
Because all the requirements of war are costi'u.g more money. 
Why, with all our credit, is it so difficult to correct the 
foreign exchanges except that our balance of indebtedness 
is so largifiy swollen by the rise in prices ? W’hatever way 
we turn it is the rise in prices that is the one persistent 
cause that intensifies the trouble. 

According to the authorities who have explained the 
system by which our financial greatness has been achieved — • 
r.g., Ricardo, Gosclien, Bageliot, all of them practical men 
as well as economists- — the principle of limitation is the 
only safeguard against the evils of inflation. This -is the 
one principle to which, the present leaders of finance turn 
a blind eye. In the discussion on the Finance Bill in reference 
to the limitation of the paper currency, it was said by j\Ir, 
Montagu : “ TIie’Treasuiy takes from day to day and from 
hour to hour the advice of those engaged in this matter in 
the City.'' Nothing could seem more reasonable and 
reassuring— -but for one objection. It is no part of the 
business of the Citj^ or of the bankers or the great financial 
houses to consider the effects of their credit operations on 
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the general level of prices. Their business is with par- 
ticular credits and particular prices. General prices, so 
they think, apparently, depend on the act of God or the 
King's enemies, and not on the dealers in credit. What 
concern is it of theirs if the Economist index numbers rise 
or fall ? What have they to do with real wages and con- 
suming power ? Their busfness is only with money, and 
especially the paper substitute for money. The old-age 
pensioners and the M.P.'s and other people with fixed 
salaries must take the prices as they come. 

Is there, then, no hope ? Is the political economy of 
to-day to be even more dismal than the political econoni^' 
of yesterday ? The answer is that in matters of finance it 
is never too late to mend. In the midst of a great war we 
cannot gather up the wasted credit, but we can put a check 
to further extravagance. Our position, economic and 
financial, in spite of all our waste, is still very much stronger 
than that of Germany. We read lamentable tales of the 
German ladies having war bread without butter — it seems 
as if the want of butter would end the war ; but as for all 
the inhabitants of these fortunate isles, “ their eyes ste.nd 
out with fatness ; they have more than the heart could 
wish." Germany is already on the margin of want, but 
we have not yet begun to economise. All that we have to 
do is to put in force a little healthy abstinence, and half 
the battle is won. But the healthy abstinence must be 
applied first of all by our rulers. So long as tliey pour out 
the money, the people will spend it. Strange as it may seem, 
if there were not so much money in circulation, people would 
not have so much to spend. What we need is a small 
threatening of a crisis — not a cataclysm, but a slight warning 
tremor. The tremor cannot be far off. British credit in 
five-5;^car bonds is offered at 5 per cent, to the foreigner 
without deduction of taxes. The Airi.erico.n im'estor has only 
taken up sixty out of the hundred millions of the Anglo- 
French Loan. The next loan is to be supported with collateral. 
The principle of limitation has many ways of coming home, 
but it always arrives. Let us hope it will arrive in time. 
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EQUALITY OF SACRIFICE IN WAR-TIME 

T> 

[Jaunary 15, 1916) 

Once on a time, perhaps after too long crr.zing.. on the 
darkness visible of the modern niatliernatical political 
('conoiny, Sir. Balfonr spoke of the '' thin lucidity of John 
Stuart Mill. Delusive simplicity would have been nearer 
the truth, for Mill was the begetter of many maxirris which 
seem simple and certain, but when tested by facts are 
doubtful and complex. Of such is the dictum — '' Equality 
of taxation means equality of sacrifice/' 

Sbirl -. of the weakness of our Avar finance has arisen from 
the non-criiical application of this maxim. It was most 
desirciblvO that from the outset of the war the working classes 
should contribute their share to special war taxiition for 
various reasons — to aid the public re\'enue, to check extra- 
vagant consumption, to lessen our indebtedness to foreign 
States, and, above all, to impress on the great body of the 
electors the absolute need for the most economical use of 
our resources. This was the meaning of the tradition that 
there sliould be some, kind of proportion between direct and 
indirect taxation — the idea being that the direct taxes fell 
for the most part on the classes and the indirect on the 
masses. Tlie tradition was still observed in the Boer War, 
a war of very small magnitude compared with this present 
war. In the Boer War the na.tion, which at that time 
regarded Free Trade as the accepted national policy, con- 
sented to a war tax on imported corn. The principal argu- 
ment adA^anced in faA^our of the tax was that in time of war 
the general body of the people must be made to feel their 
shane of the burden. 
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During the first year of the present war this healthy 
tradition was abandoned. The income tax was promptly 
doubled, but there was no equivalent increase in taxation 
meant to fall on the masses of the people. The tax on beer 
had ihe unfortunate res nit of driving the beer-drinker to 
spirits. The modest increase in the tax on tea was the only 
general war tax attcmpted'^^ in- the first year. Last May 
Mr. Lloyd George showed the need of more taxation, but 
imposed none. In the autumn the present Chancellor of 
the Exchequer lowered the income tax limit of exemption 
to £I3Q and increased the tax on tea, but at the same time 
the income tax falling on the old income tax-payers was 
increased by another 40 per cent. 

TIic general result of our war taxation has been to impose 
real and considerable burdens on professional people and 
others with fixed or lowered incomes. In the case of the 
commercial and trading classes, besides the usual income 
tax an excess profit tax has been levied. But no effective 
war taxation has been imposed on the masses of the people. 
On the contrary, through the general adoption of a system 
of war bonuses the material condition of the people has 
been improved. 

Adam Smith, when laying down the fundamental prin- 
ciples of taxation, compared the people of a country to the 
joint tenants of a great estate. It was their duty to provide 
for the upkeep of the estate. Everyone ought to contribute 
in proportion to his ability. That was Adam Smith's idea. 
That is not our idea. Our great estate was threatened by 
a vast inundation. We proceeded to borrow immense sums 
on mortgage to secure the estate against the flood of destruc- 
tion. Having got the money and checked the inundation 
with part of it, we used the rest to celebrate the occasion. 
We converted the threatened deluge of barbarism into a 
flood of felicity. What a miracle ! Never was there such 
a sudden improvement in the masses of the people of a 
country since the celebrated outburst of public credit iindcr 
John Law in France two hundred years ago. All the returns 
of official figures tell the same tale. Never were the figures 
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for pauperism and unemplo5'ment so low ; never were the 
records of imports and of wages so high. 

And yet eveiyone feels that there is something w^ong 
about this miracle, both economically and morally! \Ve 
live in a state of fearful expectation that the false miracle 
will be followed by a plague in the old Eg3"ptian fashion. 
In the meantime the more cu?ious want to know how the 
magicians have worked the miracle. There are, no doubt, 
many causes of the fictitious prosperitj^ but one great cause 
is to be found in the false ideas engendered in the people 
by this innocent-looking maximum of equality of sacrifice. 
In the modern mode of speech, they have been hjmnotised 
bj^ false suggestions of sacrifice. 

The first evil suggestion is a kind of Communism that 
puts on an appearance of justice and humanity. The real 
sacrifice (it is said) involved in paying taxes will vary, not 
only according to wnat is taken, but according to what is 
left. The idea in itself seems most reasonable, and may 
be supported by the highest authority. When the widow 
cast into the treasury two mites (which make a farthing), 
the great Lord of Sacrifice said to His disciples that this 
poor vvidovv' had cast in more than the rich men ; for they 
cast in out of their abundance, but she of her penury cast 
in all the living that she had. 

The modern protector of the poor has bettered this 
instruction. There is no possible comparison, he argues, 
between the sacrifice of necessaries and the sacrifice of 
luxuries. To take a mite from the poor involves far more 
real sacrifice than to take a million mites from the rich man. 
We can only begin (so he saj's) to applj’^ the idea of equality 
of sacrifice rightlj^ if, first of all, we exempt from all taxation 
a necessar}?' minimum income. Then for the incomes above 
this limit we must adopt a rapidh-increasing progression. 
In every case we must shear away superfluities before we 
touch on the comparative necessaries. The old name for 
this thoroughgoing process of equalisation was '' levelling/' 
and the supporters of the plan were called "‘ levellers." 

The people of this country have never carried'’ the idea 
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of levelling to an extreme. We can hardly think of London 
having a Commune even after an unsuccessful war. But 
the idea that a certain minimum income should be free from 
taxation has gained a considerable hold, and the minimum 
is placed pretty high. It is this notion that has dominated 
our statesmen in their abstinence from effective war taxation 
of the masses. They have assented to and encouraged the 
belief of the working classes that they have a natural right 
to the pre-war standard of comfort ; that for every rise 
in the cost of living there ought to be a corresponding bonus 
on wages ; and that the bonus ought to be given even if 
the risers due to taxation. 

If the term “ minimum income '' is interpreted strictly, 
its exemption from taxation may be defended on purely 
economical grounds altogether apart from any ideas of 
sacrifice. If the exaction of a tax would send the payer 
over the margin of self-support the tax must be returned 
to him (with expenses) in the shape of poor relief. We 
cannot tax people to death. Or again, if the tax on the 
minimum income really lessens the productive power of 
labour by reducing the standard of life the nation may lose 
much more than the revenue yielded by the tax. 

But obviously these arguments do not apply to incomes 
above the efficiency minimum. Moreover, in considering 
what is the efficiency minimum under any circumstances, 
and in estimating the real burden of any general taxes, we 
ought always to take account of what is returned to the 
taxpayer in the benefits which he obtains from public expen- 
diture. Even in peace-time, if an ordinary working man 
puts a money value on the education of his children, and 
on the coiitributiozis of the national and local governments 
to the public utilities in which he has the greatest share, 
he would often find that on balance his taxes would leave 
a considerable bonus. 

If we apply these ideas it is quite clear that the working 
classes of this country were well able to bear their share in 
war taxation. But for the most part their actual condition 
has been bettered by the war, and on balance, instead of 


EQUALITY' OF SACRIFICE IN WAR-TIME 351 

pavirig taxes, they have received bounties. No doubt there 
are exceptions. The war bonuses have not been very evenly 
distributed. Some people — e,g., the old age pensioners — 
have had no bonus, and have suffered instead from the rise 
in prices. Some people have had too many bonuses. They 
have waxed fat and kicked. They have been soothed and 
flattered, but they are not hap^py. They are suffering from 
the ill-temper that follows indigestion. On the whole, how- 
ever, the great masses of the people are taking their bonuses 
gladty, and are being attested, and giving other evidences 
of a healthy public spirit. But the best friends of the people 
cannot pretend that in the mass they have been called on 
to bear such an amount of taxation and consequent privation 
of comfort as might be expected in a great war, according 
to the principle of equality of sacrifice. 

In the Napoleonic wars the modern version of equality 
of sacrifice had not been discovered. There was not a 
person, or commodity, or occasion that escaped taxation. 
On everything whatever, living or dead, on every occasion 
from birth to burial, taxes were imposed of all degrees of 
inequality. In those days taxes were real plagues fittingly 
comparable to locusts and hailstorms. What was the general 
condition of the people who were called on to bear these 
taxes ? The privation and miseiy which fell on the lot 
of the poor was exceedingly great.'' Such is the summary 
of the simple annals of the poor in Porter's Progress of 
the Nation." How could it be otherwise when we look to 
the records of wages and the cost of food ? In Glasgow, 
for the SIX j-cars which ended with Waterloo (1810-15) the 
weekly wages of carpenters were i8s., and of shoemakers 
15s. ; and if the lordly plumber got 22s, 6d., the common 
labourer, on the other hand, had only iis. Over the same 
six years the average price of wheat was 93s. per quarter, 
and ranged between 122s. and 63s. 

The comparison of our burdens with tho.se of the -other 
belligerents in the present war is not much more flattering 
to our self-respect from the point of view of sacrifice. We 
are no doubt an easy first in the accumulation of war debt 
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per head of population. Our five niillions a day war expen- 
diture (and perhaps by this time it is six) has an imposing 
appearance. But spending the proceeds of debt is not 
sacrifice to the people who do the spending. Let us leave 
out the money or forget where it comes from and search 
for the real sctcrifices of comforts amovig.-: our star-at-home 
masses. The consumption of^the people has increased. So 
far as material comforts are concerned, taking the average 
mass of the people, there are no sacrifices. 

Compare our people with the people of Germany. G ermany 
is also piling up debt. Germany has not 5mt begun to put 
on new war taxes. But there is no fictitious prosperity for 
the masses of the German people. Instead they juir-e their 
mea(:lt'-ss days and their fatless days. '' Cauld kail made het 
again,” they are oificial]}’' assured, is excellent if helped out 
with a mealy potato. According to tlieir own reports, the 
artificial liver sausages and the other for food 

made by the German chemists are amongst the nastiest 
and dearest things ever tried by a besieged people. Our 
Allies — that is to say, our greater Allies — are no doubt 
better off, but they read with amazement of our style of 
living, and graciously say it is part of the English madness. 

Nor is the appeal to equality of sacrifice miicli more 
satisfactory when we look to the distribution, apart from 
taxation, of the whole burden of the war on our own people. 
One man gives up his life and another takes his job at a 
higher wage. Thousands at the front rush to tlieir death 
on entanglements which might have been cleared away 
(so we are told by the Minister of Munitions) but for the 
slackness of a few thousands of highly-paid workers at home. 
Wc are about to app]3' compulsory military service to our 
young unmarried men. What is the principal objection 
raised ? The fear that a corresponding compulsion will be 
applied to the makers of munitions and other providers of 
the industrial needs of war. Why not ? What has become 
of that principle of equality of sacrifice which is so much 
respected when it means exemption from taxes ? 

By all means let us strive to retain as much as possible 
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of the ideals of peace. Far be it from us to accept the 
German teaching of the art of war : that success justifies 
any means whatever. But in a state of war we nlust be 
prepared to revise some of our ordinary rules of conduct, 
and try to discover what other rules are better fitted to 
achieve our real aims. ^ 

We are fightfiig. in the first place, for national liberty. 
There is no need to wander off into mcLaphx'rA;::'. dtscussioijs 
on the meaning of national liberty. Look at Belgium, look 
at vSerbia. The kind of liberty these countries have lost, 
that is the kind of liberty we are fighting to preserve for 
ourselves, and also, as in honour bound, to restore to them. 
In order to achieve this greater liberty, the lesser liberties 
of all kinds must give way. Even those liberties wliich in 
time of peace seem fundamental may be ranked as lesser 
in the new perspective of wair. Of such is the liberty of 
every man to do as he likes with his own labour. The 
property w'hich every man has in his own labour,’’ says 
Adam Smith, ''as it is the origineJ foundation of all other 
property, so it’ is the most sacred and inviolable.” Yet the 
same Adam SimbB,. approved of compulsory military service. 
The members of trade unions look with the greatest jealousy 
on any infringcjnent of the " liberties ” which they have 
obtained by a hundred 3-ears of struggle. Even if we grant 
to the full the claim of the unions as the guardians of the 
libert}" of labour — a large claim — or if we allow that a time 
of war is not a time to dispute the claim, still the unions 
must be asked to sacrifice their lesser liberties for the greater 
national liberties. The}^ must have a very poor belief in 
their own power if the}' think a concession of this kind will 
imperil their position in peace. Their position is much 
more likely to be imperilled if by their restrictions they 
shorten or delay the supply of war material. 

The greatest truth about war is that w^ar must involve 
sacrifice, and the greatest error is to imagine that the 
sacrifices can be made equal in the case of individuals. The 
most the vState can do is to avoid or mitiga.te glaring inequali- 
ties. But always equalit;v of sacrifice is of secondaiy import- 

W.F. ' 4 A 
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ance to the sacrifice itself. Everyone knows and feels that 
in this war he ought to be making some sacrifice, and it is 
unworthy of this feeling to hold back through the fear that 
he may be doing more than his neighbours. If he should 
do more than some, it is quite certain that he will not get 
near to the sacrifice of others. 

Still less should the Governii\ent allow its hands to be 
weakened .337 undue deference to equality of sacrifice. By 
all means, keep to the rule if the needs of the State admit 
of its observance. But taxes that are intended to raise 
revenue mr to check consumption are not to be frittered 
away in exemptions in the vain search for equality. L?.y 
on the taxes, and let the exemptions look after themselves. 
We have been told that we failed at Suvla Bay for wai'-t 
of ruthlcssness ; our commanders were too busy iiieaMiring 
the sacrifices to be incurred. It is to be hoped that our 
financial authorities will not have to make similar lamenta- 
tions when it is too late. There has not been so far much of 
the ruthlessness of war about our economy. 



CHAPTER XXVIII 

THE TURN OF THIh: TIDE IN PUB? iC 
EXTRAVAGANCE 




•:-'V 19. 1916) 


Everyone knows how difficuit it is to find out if the 
tide has really begun to ebb, especially in roneh ^veath-r 
'Hie waiHied tide sce-nis never to turn back," and some 
seventh wa\'e beats all the former water-marks, various 
times since the outbreak of the war we have been assured 
that the tide of public extravagance has begun to turn 
but hitherto, after a short interval, all the old marks have 
been washed out. 

In this country one of the best signs of the advance of 
public extravagance has been the continued rise in ■)"i''C"- 
The proximate cause of the rise in prices has been the enor- 
mous expenditure of public money. Before tlie war the 
central government had about two hundred minions to 
spend in the year, ilost of it had to be snent to t 
former obligations ; the charges for debt and for the publF 
services. The amount of new money at the disposal of the 
Government for a new fiscal year was what we should now 
call a flea-bite, a mere flea-bite, or a contemotibic flp?-bite 
or some adjective of that sort. We have got into the" very 
bad habit of thinking in millions. A million pounds we «?v 
would not keep our part of the war going for six houm’ 
What is the use of saving a million ? V\'c are in for a war of 
taree years or longer. By this method of calculation the 
closure of the museums will keep the war going perhao-'a 
quarter of an hour. ‘ 

From the very beginning of the war the Government ha,s 
been called on to help all kinds of things that in peace-time 
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had to rely on self-help. The latest demand is for public 
money to build merchant ships in order to bring down the 
freiglitsv.-a specially interesting and irritating flea-bite. 

dll the outbreak of the war the Government, which had 
been used in peace-time to spend on routine lines, and had 
not a beggarly million to do as it liked with, was suddenly 
given a free hand with hundreds of millions, and in the 
course of the war the hundreds became thousands. Long 
ago Mr. Giadslone said: “Good finance consists more in 
the spending than in the collecting of revenue." How much 
more, then, must good finance consist in the spending of 
loans iiu iKT than in the issue of the loans. In the course of 
a few months v-e had to provide for a Continental army of 
onv own, and to assist in providing for several other armies 
of our .Vliivr'. Tlie providing was done, for the most part, 
in the first place by spending huge sums of money in this 
country. Naturalty prices rose. Naturally the receivers 
of the new money spent it. They spent most of it in increas- 
ing their consumption. There broke out what the leading 
English newspaper is wont to call an orgy of extravagance. 

There is no need to go into the mysteries of currency and 
high finance to undenstand how the rise in prices is one of 
the best signs of the growth of public extravagance. In 
any case, everybody of any importance had forgotten ail 
about the principles of cur^encJ^ Perhaps forgotten is the 
wrong word. They were too busy with practice to lool-: 
into principles. The money was found, the money was 
spent, and the prices rose. And, as Spinoza said, when a 
thing is once done, nothing is more foolish than repentance. 

On the present occasion, however, the business is not to 
account for the height of the tide, but to look at the marks 
and see if the ebb has begun. The first mark is not verj?^ 
encouraging. , The index number of the Economist is the 
best i<iK.)wn device for measuring movements in average 
prices. The index number for last January has surpassed 
all records. It is higher than it has ever been since it was 
first calciiiated by Nc.-wiViarch in 1S50. “ Our index number 
this month is the most sensational record in the vliole 
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history of modern prices/' Such is the editorial comment. 
Actually the index number was 174*5 compared with the 
basic 100 of 1901-05. Of course index numbers, like other 
sta':stic<, are to be used with caution, but the evidence of 
high prices and the connection of the high prices with 
extravagance is too strong ^o be denied. A record index 
number from the middle of last century is a notable: high- 
WLiter mark. It is rather disquieting also that®tlKJ rise in 
the month was greater than in any month since the beginning 
of the war. 

So far the searcli for the turn of the tide is ^not \'ery 
encouraging. And the vvorst of it is tluit the rise in prices 
is not only a sign in our case of national extravagance, but 
is a -igii also of othca- national troubles. One of tiie forgolivTi 
principles of the old political economy was that a general 
rise in prices in any country tended to encourage inii)C;i'ts 
aiid to check exports. The consequence of the combined 
operation was an adverse balance of trade. Economic 
principle's do not cease to be \'‘alid because tiiey are forgotten, 
and this particular bit of old learning has been abundantly 
verihed by our foreign trade statistics during the course of 
the war. Imports are still rising and far the records 

of peace, whilst exports are far below, and any expa.nsion 
is very sluggisli. There is notliing new in our having an 
excess of imports over exports. What is new is tlie amount 
of trie excess and the way in wliich it is paid for. Before 
the war we were pa3dng for the deficit in material exports 
by ‘‘ invisible " exports. We \\\.]\- m/r onty pa\dng in t]iis 
way for all tlic extra„ imports, but we were continuall3^ 
adding to our investments of capital abroad. It is said tliat 
before the v/ar these investments anioiinted to about four 
thousand millions. We are now parang for our excess 
of imports by the sale of securities abroad or b3^ incurring 
debts wherever we can get credit. 

The adveiye trade balance, and the mode of rnceting it, 
are viewed hy the British T)ublic and their acbcisers with 
apparent equanimity for two reasons, both of tlicimla iiacious. 
One is that the adverse balance seems a flea-'bite in tlie fac e 
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of the four thousand millions we have to draw upon. It is 
fov.iiotten that for the present we are selling the cream of 
our foreign securities. When we come to the second and 
the lower classes, how much will America absorb, and at 
what prices ? The other reason for the popular indifference 
to the dangerous excess of imports is due to the su^vi^’'al ot 
the old Free Trade maxim that if you take care of the 
imports the exports will take care of themselves. It is 
forgotten that the foundation of this comfortable belief is 
the more vital maxim that if the imports are not paid for 
tliey will cease. In the meantime we are living so far on 
our capital. 

T]}erc is yet another reason for the popular indifference 
to the excess of imports, a reason which is valid up to a 
point, but dangerous when carried too far. Tins is the 
belief in the unlimited power of Britisl' credit. British 
credit, like other kinds of credit, must rest on real founda- 
tions. It is not merely a matter of sentiment or prestige. 
The result of the search for credit in the United States last 
autumn by the Government and the bankers was not 
encouraging. On balance we are certainly providing more 
credit for our Allies than we are receiving from benevolent 
neutrals. 

It is not only the amount of the adverse trade balance 
that is or ought to be disquieting, but the qualit}?^ of it. In 
the f]r.st place, there is an important omission. In the 
T'hiarcl of Trade returns no account is taken of imports on 
(h"n’'crmnor!t account for the purposes of the wa;r. ITov' 
jnuch that may amount to perhaps no one knows accurately, 
but Sir George Paish, who has been closely associated with 
tli(‘ Troasur}g stated in his recent optimistic discourse to 
the T.ondon School of Economics that the sum was 145 mil- 
lions a year. Tlu^ residual truth remains that a good deal 
of the adverse balance is due to luxuries. It is often hard 
to draw the line bety\^een luxuries and necessaries. But it 
is not so hard when a nation is engaged in a great war. In 
war-time -we may class as luxuries all the things tha.t are 
not needed, directly or indirectly, for the concluct of the 
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war. The term indirectly ” no doubt brings in a good deal 
of laxity, such as is suggested by the pernicious byword 
*'* business as usual.'’ But, on the other hand, the conduct 
of the war is a very healthy saving clause. It reminds us 
that in many cases the distinction between luxuries and 
necessaries m not one of kind but of degree only. Grain 
and sugar may be made into intoxicants, and tea into indi- 
gestion, although the initial pleasures and the iin^l ailments 
nvay be very unevenly distributed aniongst the people. 
Here another of the musty truths of the old economists 
forces its unpleasantness on the attention. AllHhe con- 
sumption of the productive Icibourer is not productive 
consumption, but only that part that maintains or incroasrs 
his productive power. The conclusion of this part of tlu:. 
matter is that the adN'erse balance which is beginning to 
alarm the Government is not necessary for the conduct of 
the war, and might be reduced to the great ad^•'antage, 
moral and physical, of the people. 

But although when we look at the records of rising prices 
and ad\”orsc trade biilances tlic tide of extravagance seems 
to be still running strong, there are some little pebbles and 
footprints at the extreme verge of the water-mark that 
seem to indicate that the tide is beginning to turn. The 
Prime Minister has declared that a million is not a fiea-hitc, 
and that exory penny counts. The voice is the voice of 
Gladstone. It is to be hoped that the chorus of approval 
w-ill Ix" such, as it used to be. There can be no question that, 
as Gladstone once said on a famous occasion, the great 
ca\ise. d! the growth of public expenditure is the growth of 
the spirit of extrava.gancc. In the present war the spirit 
of extravagance, u'hicli had been growing rapidly in peace, 
instead of being retarded, as it ought to have been, received 
most stimulating encouragement. ^Tonc}' fell from the air 
like manna, and all the people said, ''It is manna, ” and 
they reimeinbered that Moses had said, " Let no man leave 
of it till the morning/' And they spent the money or ate 
it, and said they felt the better of it. But they forgot that 
the age of miracles is past. The Prime Minister has reminded 
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them that a pound is made up of pennies. The people must 
begin to think, not in millions of pounds, but with the two 
hundred and fortieth part of a pound as their unit. Instead 
of saying that a saving of £50,000 on museums would only 
keep the war going (and only the British part of it) for a. 
quarter of an hour, let them consider rather that if a Britisli 
soldier costs £150 a year, ther despised £50,000 would keep 
333 ^’riidiers for a year. Instead of talking of silver bullets, 
let us talk of the real thing. The poorest can give enough 
to buy a real bullet. A real bullet ought not to cost much 
more than a penny flag, and any one bullet might account 
for a German. 

People who are anxious to follow the advice of the Prime 
.3Iini'U'.or,, and save a penny for the Chancellor of the Ex- 
chequer, and do not know how so small a sum can reach 
so great a money dealer, may resort to a vei*y simple and 
effective method. It is the penny flag ;ik;: i;o>d, n’iC-out its 
abuses. Anyone who wishes to give a penny to the State, 
and is content not to make a public display of his charitjq 
has only to take a new postage stamp and burn it. The 
Imrning of the stamp is a sure way of paying a penny (less 
the negligible cost of the stamp) to the State. The recent 
inci'case in postal charges is the compulsory form of the 
voluntar}-^ offering proposed. 

There are other small signs of the turn of the tide. It 
is rumoured that all the 31. P.'s who have no use for their 
ol'iiciai salary will be relieved of the popular odium attached 
to its acceptance. The Retrenchment Committee has 
resumed its labours, and a new committee has been appointed 
to preach thrift to the people. Tlie device of burniiug 
postage stamps is respectful^ .suggested as a unique com- 
buiation of extravagance and sa\dng. 

One of the most hopeful of all the signs of the turn of the 
tide is tlie fact that from the end of last year the aggregate 
amount of the Treasury one pound and ten shilling notes 
has begun to contract. With the New Year the authority 
which manages this part of tlie business of war made a 
good resohition. The new paper money had surpassed the 
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hundred millions, and it seemed to him enough. The good 
resolution was to add no more, or even to contract the old 
issues. For the four weeks in January the good resolution 
was kept. The outstanding amount was actually diminished 
by about five millions. The last week of the month the 
resolution was a little sickly, and the rate of reduction was 
lessened. Tlie next week there was a severe relapse and 
the issues again increased, but the authority pujled him- 
self together, and by the last return the good resolution is 
doing well. 

As often explained in the course of these papers^ in the 
opinion of the writer the general rise of prices in this 
country is partly due to tlie over-issue of paper money 
and the consequent relaxation of the checks, which in 
nornial times are imposed on the undue inflation of bankers' 
credit. 

Before the war the average amount of Bank of England 
notes in circulation was less than thirty millions. At the 
end of last year it is true that this amount had only been 
increased by some five millions. But in addition there 
had been issued more than a hundred millions of the new 
Treasury notes. That is more than £2 per head of popula- 
tion, and is pretty well for a country that boasts that its 
currcnc}- is the ('heqiie. In France, where the cheque 
system is little developed, the notes have been a little 
more than doubled, whilst with us the increase has been 
over threefold. 

Our bankers turn longing eyes to the stores of gold h.ekl 
by FraneV. If onlj^ the}- could get fiflj' millions as required 
to lielp the American exchange how happy they would be 
—for the time. But how long would the relief last if the 
present rate of importation is to continue ? Let us be 
just. Our adverse trade balance is due largely to our 
own extravagance. On the other hand, the additions 
made by France to her gold reserves have been collected 
from the people, and special gold certificates given in 
return. 

Fortunately, it seems as if this high tide of extravagance 
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had begun to turn. It is to be hoped that the little signs 
will be followed by greater and more certain evidences. 
The coming Budget will be looked for with the expectation 
that a real check will be placed on the 1 1,;...:-. o. of the 

national consumption. 



CHAPTER XXIX 

■S 

THE 'BUDGET 

{Afril 12, 1916) 

“ With all its imperfections we may perhaps sa}^ of it 
what was said of the laws of Solon, that though not the 
best in itself, it is the best which the interests, i.ru-i-Jicrs, 
and temper of the times would admit of. It may perhaps 
in due time prepare the way for a better/' Such was the 
comment made by Adam Smith on the S3’'stem of Corn Law's 
established bj^ a statute passed some three years before the 
publication of the Wealth of Nations/' Adam Smith's 
opinions of questions of economic policj-— even on Corn 
La^vs — were never purely theoretical, but were alwaj^s 
revised in the light of historical development and the 
circumstances of the time. The praise and the hope of the 
sentence quoted may be transferred to the present Budget, 
and the speech with wdiich it was introduced. The interests, 
prejudices, and temper of the times have forced the Chan- 
cellor of the Exchequer to leave undone some of the things 
wdiich he ought to have done or might have done. But 
the Budget as it stands has very great merits, and so had 
the speech. The speech w^as a model of lucidit}" and of 
brevity. The arithmetical peroration \vas far more forcible 
than the resounding eloquence of w^hich Mr. Gladstone set 
the fashion. “ We are raising £200, 000,000 in the present 
year by new taxation imposed since the w'ar, while Dr. 
Helfferich announces a doubtful increase of £24,000,000." 
From the artistic point of view the peroration should have 
ended wdth the paltry tw^ent5^-four millions of the Germans. 
The praise of our civic courage is not so convincing. Records 
in drinking and amusements, excess profits and strikes, 
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extravagance and fictitious prosperity, are more suggestive 
of business as usual than of civic courage. In persons and 
in p4,ces, no doubt, from the highest to the lowest, there 
have been evidences of civic courage, but the fact remains 
that hitherto the masses of the people have not felt the 
real burden of war, and that too many of the classes have 
made greater {ortunes or made liiglier incomes than they 
could eyer have obtained but for the war. 

To return to the arithmetic ; the ITjdget has great merits. 
There are many rules of taxation wliich it is well to observe, 
but in time of war they must all give way to the great rule 
of productiveness. Mr. McKenna's taxes are all productiw'* 
as they stand, and it is to be hoped they will not be whittled 
down in deference to interested objections. It is true that 
the first of Adam Smith’s rules for taxation is equality, 
and by equality we mean justice as between clc;.sses and 
between the members of any class. In the new Budget 
equality is not altogether neglected. It would be well if, 
with due regard to productiveness, still greater equality 
could be attained. 

In the income tax — and in the main the Budget is an 
income-tax Budget — there is a rough progression. If the 
progression were less rough, it would be more ec[uitable, 
and probably more productive. A parliamentary paper 
has been issued giving some illustrative figures. Here is 
an example. A person with £1,000 a year earned income 
pays at the rate of 2s. 6d. per pound — ie., £125. A person 
with an income of £1,001 a year of earned income pays at 
the rate of 35. per pound — £150 3s. That is "to say, if 
a man. earns one pound more he has to pay twent}’'-five 
pounds more tax. A difference of twenty-five pounds on 
practicall}" the same income seems absurdly unequal. Who 
would be so foolish as to earn the extra pound, or tvreuty-five 
pounds, or if be earned it u-ould not do his best to evade 
the tax ? A continuous progression such as is adopted in 
some of the Australian land taxes would get x'id of such 
glaring anomalies. 

The history of the British income tax and the changes 
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in public opinion regarding it are instructive. During part 
of the Napoleonic wars the income tax was submitted to 
as a war tax, but it was probably the most umpopular of 
all the taxes. As soon as peace was declared there was an 
outer}’, led by the City of London, for the repeal of the tax. 
The Government wished for its continuance, but were 
defeated, and “ the result was declared amidst the greatest 
cheering and the loudest exultation ever witnessed in the 
English Senate/' Lord Broiigliani tlKTeiipon moved that 
all Ih;.'. records of the tax be destroyed, and the motion was 
adopted by an o\ ervrhelniing majority. The tax was renewed 
with reluctance by Peel in 1842, and was strengthened 
by Gladstone in 1853. By wa-y of apology he delivered a 
>peechi about hours in length, of -which the part that 
has become immortal is his declaration that '' in my indi- 
vidual opinion it is perfectly plain from the mode in which 
it was put an end to at the terminatiem of the great war 
that it is not adapted for a permanent portion of your fiscal 
system unless you can remove what are called its inequali- 
ties. Even, however, if you could remove its inequalities 
there would still remain, in my mind at least, objections of 
the gravest cliaracter." As cverx'one knows, the income 
tax was continued by Gladstone himself, and since his day 
has been increased, until at present it is by far the most 
important part of our tax s}*stem. Coincidently with this 
growth of the tax and of its yield there has been a corre- 
sponding change in public opinion in its favour. 

This great change in public opinion has been mainl}- due 
to the renroval of some of the inequalities and of some of 
the other objections which Gladstone- had in mind. Next 
to the inequalities iho greatest of the objections w^as the 
power of evasion. Taxation at the source and other devices 
have lessened the evasion in normal times, and the rise in 
the limit of exemption v/ith the introduction of progression 
and differentiation have lessened apparent inequalities of 
sacrifice. But the enormous rise since the \var has cmipha.-- 
sised the inequalities that remain, and introduced others. 
Judging by the experience of the past in our own and in 
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all other countries, a tax that can be evaded will be evaded, 
axid the higher the tax the greater the desire to evade. If 
all the excess profits of the war are really subjected to their 
full" taxation according to law, we shall have the greatest 
example on record of civic courage and the power of con- 
science. 

If, as seems probable, the income tax must perforce 
remain at a very high rate for long after the conclusion of 
the war, It is highly desirable that as far as possible it should 
be freed from new^ inequalities and new incitements to 
evasion. 

When we look to the distribution of the new taxation 

between different classes of the community especially as 

between the income tax-payerrs and the otliers — there is not 
much observance of the rule of equality except in the breach. 
The increase in indirect taxation has not yet been siirOc'-ent 
to check the extravagance of which such complaints have 
been made, and the new taxes are limited both in extent 
and in degree. Hitherto the rise in the price of sugar has 
had practically no effect on consumption, and the new taxes 
on sugar, chocolate, and the like will probably have no 
more effect if the rise in wages continues. 

For '' the willingness displayed by our citizens as a whole 
to submit to the exactions of the tax-gatherer '' Mr. McKenna 
said he could find no parallel. So far as the masses of the 
people are concerned, the willingness has not been very 
severely tested, and the proposed railway tax is already 
resented in the interests of labour. The pa.3mient of war 
bonuses in war bonds was long ago suggested, but the 
willingness of the workers to submit to this mildest of all 
forms of taxation — if deferred payment with the best 
security in the world and 5 per cent, interest can be called 
taxation- — was not tested. The prejudices of the times do 
not admit of so great an interference with the liberty of 
labour to do as it likes with its own property. 

The consequences of this reluctance to impose ta.xes on 
the non-payers of income tax will only be fully realised at 
the end of the war. In many games and in most businesses 
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a stroke must be judged, not only by itself, but by the 
position it leaves. Considered as an emergency Budget, 
the present Budget is a success in raising a great revenue 
for immediate needs. But what about the general pSsition 
that it leaves ? Can the present taxes be continued after 
the war ? How can a tax of 5s. in the pound on so' Calied 
unearned incomes be retained when the restrictions on 
foreign investment are removed ? Such a heavy tax will 
not only encourage the export of capital, but also hinder 
its accumulation. The super-taxes will have similar effects. 
Heavy taxes on earned incomes are sure to react on pro- 
ductive power, and, as earned and unearned iiicomes are 
inseparably blended in practice, to react also on capital. 
The merchant, said Adam vSmith, is a v'iux.in of no par- 
ticular country. A very trifling disgust will make him move 
his capital from one courdry to another. 'I he present 
income tax on the higher incomes, if continued after the 
war, will be reckoned as more than a trifling disgust. 

“ An old tax is no tax ” is one of the wisest of financial 
maxims. But it never applies to the income tax. The 
income tax is always felt, and whatever adjustments may 
be made the tax comes out of the income that is left. Taxes 
on commodities or on services in the course of time become 
part of the customary price. Tlic man who drinks a glass 
of beer has no idea how much of the price is tax. It is 
certain that the same revenue could not be obtained from 
the same people by any device of direct taxation. 

It is often forgotten that the income tax-payer is also a 
payer oh indirect taxes. To the ofdinaiy professional man 
the extra income tax lops away his usual margin — even if 
his income has not fallen — and his household expenses 
increase with every tax on articles of general consumption. 
But even to the income tax-payer of this class after a point 
indirect taxation is less burdensome than another penny 
or another sixpence in the pound. 

These considerations become of increasing importance 
when we look to the financial position that will be left oh 
the conclusion of peace. Mr. McKenna gave a summary 
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of tlie position on the supposition that the war ended with 
the present financial year on March 31 next. The statement 
is admirably clear, but there is an omission which may 
easily 'be converted into a false su^aestion of optimism. 
The suggestion is not warranted, but that is true of most 
suegi-^iioiis. 

After the war — (say) March 1917 — our i -ro ce c\ ; ieiid ? 1 = 00 
is put down as £338,000,000. The yield of the present 
Budget, which is described in ominous terms as revenue of 
a possible permanent character, is given as £423,000,000. 
This will lea\”C an apparent surplus of £85,000,000. 

But <:{.)!isidor how the post-war expeodiluvc is calcu- 
Inled. The cxpenJilurc: (apart from the charge for debt) is 
put at the same annual figure as before the Vv'n]'---iia;nely, 
£173.0^0.000. Of this sum, according to the last estimates 
betorc the war, £77,000,000 w^ere assigned for the Army 
and the Navy, including the non-cffective charges. Our 
own net war expenditure (not counting advances to our 
Alii es) 1 or the present financial year is stated as £ r , 150 , 000 , 000 , 
which is abont fifteen times as much. In a vroiid war such 
as this, even iifter the declaration of peace, it will be ru.'ces- 
sary to keep up large forces by way of insurance against a 
renewed outbreak or the non-fiilfilmcjit of the ccinditio-is. 
One of the greatest of the financial diniculties of the future 
will be the i:;d!>p(-‘.siLi-'-ri (to use no stronger term) to rely on 
German promises not backed by ’uaiaa-ia! guarantees. In 
the last resort the material guarantees can only be main- 
tained by the military forces of the Allies, and this country, 
as the richest, must bear the lion's slwe of the chafges. It 
seems quite obvious that, even if the war is ended next 
March, our iiexi: financial year will see this coimtxy still 
making large additions to its debt. The estimated surplus 
of £85,000,000 will certainly not suffice to meet the post-war 
military and naval charges for some time to come, and it 
is quite possible that with the new demands the old days 
of bloated armaments " of £77,000,000 a year will never 
be restored. 

The same result is arrived at if we considevr the pre-war 
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civil expenditure. We have to take account of the rise in 
prices, and to take account also of the deii:.:;.nds that will 
be made for greater Governmental interference and manage- 
ment. Are we not told that we can never revert *Ho our 
former ideas of Iciisscr faire, and that more and more Govern- 
mental organisation must be arranged for — and paid for ? 

The remainder of the £33S,t‘00,ooo of estimated expendi- 
ture is made up of a total debt charge of £145,000,000 and 
£20,000,000 for pensions. The debt charge is reckoned on 
what is called our net debt, which is arrived at after a 
deduction of some £800,000,000 for advances to our Allies 
and Dominions. How much of this amount and how soon 
veil! be recoAurable it is not possible to say, but it is quite 
cl*ear that our own net (charge will not be freed from this 
addition in the next financial year. iVccordingly, just as 
the pre-war charge (less debt) of £177,000,000 is sure to be 
much exceeded, so also is fine estimate of £165,000,000 for 
debt cliargc and pensions. The surplus of £85,000,000 will 
thus become a German kind of accounting surplus instead 
of a British real surplus. 

The debt charge of £145,000,000 is said to include a 
substantial charge for sinking fund. It will be time enougli 
to speak of sinking funds when the debt has ceased to grow, 
of which there is very little prospect for some time after the 
conclusion of peace. 

One short paragraph of the Budget speech was devoted 
to the possibility of economies. The Chancellor of the 
Exchequer said that he would be disappointed if serious 
economies were not effected in the course of the year. He 
alluded to the admirable work of the Committee presided 
over by Mr. Long. But the hope was shattered in the next 
sentence : On the other hand, we must not forget that 
there has been a material rise in prices, and the result of 
the economies may do no more than make up for the increased 
charge from this cause.'' 

As often pointed out in these papers, the rise in prices 
is one of the principal contributory causes of our financial 
inconveniences. The adverse balance of trade, the extent 
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of the excess of war profits, the persistent recurrence of 
iahour disputes, are all aggravated by the rise in prices. If 
there is any truth in the pnr=cip]es which were accepted 
both in" theory and in practice in this country before the 
war, an inflation of the currency and of the credit based 
upon it is certain to lead to a rise in prices. As yet there is 
no indication of any contraction of the inflation. The effort 
of January — if it was an effort and not an a(‘cidenl-- soon 
collapsed. Since the end of January the outstanding 
Treasury notes and cerliflcatvos have been increased by 
nearly twelve millions, the greatest weekly increase being 
that for last week. 

We are ready enough to admit the sequence of cause and 
effect in .Germany. We think that in Germany the over- 
issue of paper money of all kinds raises prices, though in 
Germany the other great cause of rising prices — namel)', 
scarcity — is operative. In our own case we are content 
to suppress the symptoms of a depreciating currency. We 
keep up the American exchange by the export of securities 
bought witli public money. This last month our imports 
have increased by some ten millions over March of last 
year, and nineteen millions over March of 1914 (the exports 
being nine millions ]e.ss). 

In the current number of the Economic Journal, the 
quantitative theory of money is applied by a Swedish expert 
to the principal countries. After describing the diriicull;}" 
of calculating the quantity of the circulating medium, he 
v-rites ; — 

Nevertheless, it has been po.ssible to pro\'e tliat the advance 
in the general level of prices such as shows it soli: in the index 
numbers of Mr. Sauerbeck (continued by the Statist) is, broadi}^ 
speaking, proportional to the increase of the circulating medium 
of the country, and thus that the enhancement of prices is 
essen,tiaii3^ to be regarded as an expression of the inflation of 
money.'" 
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THE RATE OF INTEREST, ON BRITISH WAR LOANS 
{May 27, 1916) 

“ Unto thy brother thou shalt not lend upon usury/' 

About one hundred and fifty years ago Adam Smith 
observed that in Great Britain money was lent to the 
Government at 3 per cent, and to private people on good 
security at 4 or 41 per cent. A difference in favour of British 
Covernmcjital securities before the present war had come 
to be accepted as a kind of law of nature. The British 
Government could borrow at less rates than private people 
and at less rates than other Gowirnmcnts. At present a 
comparison of the rates of interest on British war borrowings 
seems to show that this difference in favour of the British 
Government has disappeared, or is fast disappearing. 

Before the war the rate of interest at which a Government 
could borrow was commonly supposed to be the simplest 
and surest test of national credit. The rate was usually 
estimated by the yield on the purchase price of the stock 
that represented the chief form of the national debt. In 
this country the price of Consols was regarded as the national 
credit barometer. In the decade before the war one-half 
of the present Coalition Government (the new half) was 
criticising the other half (the old half) for the fall in the 
price of Consols. It is true, whatever may have been the 
causes, that the differential rate in favour of British Govern- 
mental securities was not so great as it had been in former 
decades, but it was still there, and tried b}" this test British 
Governmental credit still led the field. 

What are the facts at the present time ? Tlie Government 
is advertising in all possible waj'S its Exchequer bonds 
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bearing 5 per cent, interest and redeemable in December, 
1920. The lure is adapted to the banker, who does not look 
at a less unit than a thousand pounds, and to the working 
man, wlio is invited to invest 15s. 6 d., which will grow into 
a nice Christmas-box of a pound in 1920. In brief, anyone 
can lend to the British Government as much as he likes at 
5 per cent, for five years. As additional inducement the 
holders of the bonds are promisedThat in case a long period 
loan is issiihd at a higher rate of interest, they can transfer 
into the new loan without loss and without the provision 
of any new money.’' That is to say, the Government is 
not only ‘'borrowing at 5 per cent, actual, but is giving a 
conditional promise to raise the rate in the future. Besides 
borrovv’ing by bonds, the Government is also borrowing in 
the same unlimited way by means of Treasury bills for a year 
and lesser periods. The rate of interest in the case of the 
yearly bills works out at about 5-| per cent, on the money 
received. There are also certain advantages in calculating 
income tax which make the bills a better in\'est] 7 u-nt for 
the lenders and a more costly mode of borrowijig for the 
Government, but in practice the bills are not available to 
the ordinary investor. 

The foreign investor in our Exchequer bonds is freed from 
any payment of income tax or any other tax, present or 
future. The loan placed in the United States for exchange 
purposes was on a 6 per cent, basis (also with certain 
privileges). 

But leaving out of account any privileges, and taking the 
rate paid by the State at 5 per cent, only, how does this 
rate compare with other rates in the home country ? The 
Scottish banks are paying only 3 per cent, on deposits. Of 
course, the right of withdrawal at any time of the principal 
\vithout depreciation has a market value, but it seems 
surprising that any ordinary investor should leave his 
money with a bank at 3 per cent, rather than with the 
Government at 5 per cent, if the principal is to be repaid 
in five 5’ears. The proper comparison, however, is not with 
bank deposits, but with money lent on mortgage or deben- 
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tures and the like. In the advertising columns of the news- 
papers we see mortgage companies, local corporations, 
boards, and trusts of various kinds offering to take money 
at 5 per cent, for five years, with lesser rates for shorter 
periods. In these cases there are no contingent promises 
to pay higher rates, and th^re is no appeal to patriotism. 

The comparison with ’other Governments is not much 
more satisfactory. Naturally, one would have supposed 
that in a world war the comparative rate of interest paid by 
the British Government v-ould have been still more in its 
favour than in times of peace. Relatively, th§ security 
offered by the British Government seems much greater than 
in the case of any other of the belligerents. But if we look 
at the rates of the war loans of the other States, we find that 
Germany has issued its loans at 5 per cent., and even Russia 
has issued internal loans at 5 per cent. 

The method of borrowing for short periods has its con- 
veniences, but it also has its dangers. The borrowings of a 
Government in a great and prolonged war are ahvays in 
f long-period borrowings. In the so-called short-period 
method (or the method of continuous borrowing, as it has 
come to be called by its advocates) the moneys borrowed 
must be continuously repaid. Failing surplus revenue from 
taxation, they can only be repaid by fresh borrowings. 
There will certainly be no real surplus revenue at the end 
of next year, and probably not at the end of five years. In 
December, 1920, it is extremel}^ unlikelj^ that even one 
hundred, millions will be available from taxation to pay off 
the short-tei^m Exchequer bonds. Of course, the security 
is perfect, but the bonds can only be repaid out of fresh 
borrowings. The Treasury bills, already exceeding 
£600,000,000, must, of course, be renewed from time to 
time as they fall due. 

The method of short-term borrowing cannot be extended 
indefinitely, and some time a new big long-period loan must 
be floated. Already we are told that it must have new 
attractive features, which, being interpreted, means that, 
directly or indirectly, the Government must J3e asked to 
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pay more than they have hitherto offered for a permanent 
loan. 

Wliat’i then, is the conclusion ? Are we to say that the 
credit of the British Government is no better than that of 
a common investment company ? No better than that 
of the German Government ? (t After all the fanfares of our 
trumpeters and the resounding fhumps of our drummers, 
are we to Confess that we are to be put with the common 
herd of Governments, and pa}- more than 5 per cent, to 
, the home investor, and more than 6 per cent, to the American 
lender (if any) ? 

Fortunately, there is an alternative explanation. It is 
not altogetlier fiatteriug to our business methods, but it 
is preferable to the other: the ex]);r/:i:iiiovr --imi:-e]y, that 
the British Government has paid higher rates of interest 
than it ought to have paid. Instead of following the rise at 
its usual respectable distance, Governmental borrowing has 
led the rise in the rate of interest, and other first-class 
borrowers have come lumbering after. As a natural con- 
sequence, the capital value of ail first-class securities has 
depreciated, much to the inconvenience of financial institu- 
tions, which are large holders. 

This depreciation (or the fear of it) and the desire to pro- 
vide a remedy (or prevent it) has induced the Government, 
in addition to the actual interest, to offer those other induce- 
ments, which are perhaps best described as war bonuses. 
When the Government issued its first loan, for what now 
seems to be the small amount of 350 million pounds, the 
nominal rate of interest was, indeed, only 3|- per cent. But 
tlie price of issue was 95, and practicail}' the loan was on a 
4 per cent, basis. In addition to the interest there was 
offered a most extraordinary bonus. The Bank of England 
guaranteed for a period of three years to lend on this security 
at I per cent, below Bank rate up to the value of the price 
of issue. As a rule a common bank will only lend with a 
good margin, but here we find the premier Bank of the world 
actually lending more than the value of the security at 
I per cent, below its own minimum. The fact would seem 
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incredible— one would suppose there was some iinolTicial 
way of evading so odd a bonus — but the recent bankruptcy 
of a noble Duke showed that the privilege had been used 
for a good-sized speculation, his share in the gain being 
put at ten thousand pounds. No doubt the underh'ing 
idea in this bonus was that the privilege would prevent the 
depreciation of the stocky and it was never imagined that 
the price of the stock could fall, as it has done, tQ.,87. 

In the next long-period loan the nominal rate of interest 
was 4i per cent., but there was the extraordinary proviso 
that if any new long-period loan was issued at a higher rate 
the old stock would automatically receive the benefit of the 
rise. In that way it was supposed that this stock could 
never be depreciated. The idea was that as soon as any 
depreciation was threatened, the Government would have 
to borrow at a higher rate, and the rise in the rate would 
check the depreciation. This argument was supported by 
another, which, indeed, was ostensibly the chief argument — 
namely, that no one would have any reason to wait and 
see if the next loan would give a better rate. 

Not only was the attempt made to provide against the 
depreciation of the new 4-| per cent, loan, but provision 
was also made for reducing the depreciation already incurred 
in the old Governmental loans. Holders of these old securi- 
ties (Consols, 3-| per cent. War Loan, etc.) were enabled to 
convert their holdings into the new loan (w-ith its new 
privilege) if they provided a certain amount of “ new 
money.'' On balance there was a considerable gain to the 
converters, and a corresponding increase in the debt charge 
to the State. 

As already pointed out, the Government is now borrowing 
by the continuous' method at 5 per cent, (or more). Judging 
by the progressive rise of the rate of interest in the past, 
■we may expect the next long-period loan to be issued at a 
still higher rate, directly or indirectly. The new attractive 
feature that is being asked for is a partial exemption from 
income tax. The collection of the full 5s. income tax at 
the source is certainly troublesome, inequitable, expensive, 
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and deterrent. On the other hand, any remission means 
that the Government has to pay so much higher rates on 
its 1.) or ng s . 

In the mcar.time the incubus of the automatic rise on the 
4| per cent, long-period loan has given great encouragement 
to the short term or continuous method. But if the v/ar is 
prolonged and new long-peri o^d loans become inevitable the 
automatiegrise in the rate of interest, which applies also to 
the 5 per cent, bonds, becomes expensive. If we allow for 
the automatic incubus a new long-period 6 per cent, may 
involve ,extra incubus payments which will make the real 
rate on the new money 7 per cent, or more, according to 
the size of the old loans. If the policy of the automatic 
rise is continued, and if every new loan at a higher rate 
must drag up all its sinking older bimthers, the arithmetic 
becomes vrorse than expensive — it becomes absurd. 

What, then, is the practical conclusion ? The only use 
of criticism in war-time is to lead to improvement in the 
future. It is perhaps too late to go back on the 5 per cent, 
which has already become the Governmental effective rate, 
and if a new loan is issued at any higher rate, then also the "*"■' 

automatic rise must be submitted to. But it is never too 
late to apply the principle of limitation. It is a mistake to 
suppose that a rise in the rate of interest is ncc'essary with 
every new loan. Five per cent, on internal loans issued by 
the Briti.sh Government ought to be the maximum in the 
strict sense, and ought not to be exceeded by bonuses of 
any kind, direct or indirect. If people were made to under- 
stand that under no circumstance would the Government 
offer more than 5 per cent, on its internal loans there would 
be no hanging back in the hope of better terms. The auto- 
matic incubus would cease to grow, and the decision between 
short-term and long-term borrowing could be taken on its 
merits. With £600,000,000 of Treasury bills outstanding 
(not to mention the bonds), the time for deiiberation seems 
to have come. 

But it may be rejoined : Suppose that 5 per cent, will 
not draw out the money ? Suppose that the people prefer 
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3 per cent, on deposit receipt or 10 per cent, on good rubbers 
or breweries ? Or suppose that they put the money in 
business and trade ? What is the Government to do then ? 
The answer is to be found in the blessed word compulsion.’' 
Long ago Mr. Bonar Law warned the public that if they 
did not subscribe to the voluntaiy war loans they would 
be compelled to subscribe do ' a forced loan. There ought 
to be no difficulty in the admission of the prindplp. In the 
face of compulsion on life the objection to the compufsioii 
on money is negligible. It is to be observed also that from 
the very beginning of the war the method of the forged loan 
'was adopted in an indirect or concealed manner. The 
restrictions on other investments by the, Treasury forced 
money into the Governmental channels. The fixation of 
minimum prices on trustee securities meant that the yield 
on the price was a foixed low yield. At the same time, the 
higher rate of interest paid by the Government made these 
old securities unsaleable at their minimum prices. Limita- 
tions liave also been imposed on business profits either by 
regulation or taxation, and the general opinion is that this 
principle of limitation has not yet been applied with sufficient 
stringency. It miglit well be extended. 

In matters of principle, and especialty in cases that concern 
freeclom of contract, the opinion of Adam Smitli is always 
to be considered, because no man ever maintained so fully 
and so sanely the principle'of natural liberty. But this same' 
Adam Smith approved of a legal maximum of the rate of 
interest even in peace times. He considered 5 per cent, a 
fair iegaf maximum in his day. We have given up the idea 
of a legal maximum in peace time — no doubt with advan- 
tage — ^but in war we are constantly thrown back on the 
methods of earlier tiiracs. War in a sense is a reversion to 
economic barbarism — or, let us say, to lower stages of 
economic development . 

A forced loan is by no means so horrible as it may appear 
at first sight. To compel a patriot to save £ 100 , and accept. 
5 per cent, interest for lending it to the State, is not a very 
oppressive kind of compulsion. Maii}.^ a professional man 
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who managed to put away (say) ;£ioo in the year now finds 
that the income tax on the top of other war charges absorbs 
all the £100. In this case the State may be said to take 
from him a forced loan, on which it pays no interest and of 
which it never repays the principal. There is no difficulty 
about the morality of a forced loan in war-time, or of a 
limitation of the interest to be paid by the State to a reason- 
able figu^'e. The real difficulty is in the practical methods 
by which the plan may be realised. A short time ago the 
bankers and great financiers issued a nianifesto on the need 
for ecQnomy on the part of people in general. They did 
not mention the economy in the interest to be paid on war 
loans. Now is their opportunity. 



CHAPTER XXXI 

THE PARIS ECONOMIC CONFERENCE 
{July 1, 1916) 

Di/RING the course of the war occasional ccliocs have been 
heard of the controversy that shook the country ten 

years ago, and was the dominant issue of a General Election. 
In general, liow'cver, it has been recognised that a state of 
war ought to be a state of silence on p-arty issues. Ministers 
of the Coalition have pushed the self-denying ordinance 
to an extreme. When the exigencies of the war made a 
check on imports desirable, Ivlinisters of both complexions 
were careful to explain that there was no question of any 
change of principle. The restraints on imports were war 
measures pure and simple. The explanation seemed so 
reasonable that most people were surprised at the mildness 
of the war measures actually adopted. 

The recommendations of the Paris Economic Conference 
raise issues which cannot be passed over so lightly. Thej/ 
involve a full consideration of the principles which are to 
guide the policy of the Allies, not only during the period 
of the war, but also in the period of reconstruction after the 
war and in the more remote future, when, to put it in the 
concrete, the Kaiser is as dead as Queen Anne. 

It is much to be desmed that, in the necessary discussion 
of principles, people sliould recognise that the old arguments 
for the most part need a readjustment of emphasis. The 
readjustment is as necessary for the pre-war Tariff Reformer 
as for the pre-war Free Trader. Such a readjustment of 
emphasis may be best accomplished by going back to Adam 
Smith. The greatest of Free Tra.dcrs (as he was the greatest 
of economists) admitted in every part of the Iwee Trade 
system that on occasion the rule must yield to the exception. 
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The present war has shown that some of liis recognised 
exceptions are now of vital importance. The most stalwart 
of Frc(^ Traders need not be ashamed to follow in the foot- 
steps of his great master. At the same time, the most ardent 
of Tariff Reformers will find that the question of Customs 
duties or proliibitions is only one of the measures of mutual 
assistance and collaboration <imong the Allies taken account 
of in the report of the Conference. The truth is that the 
war has in part revealed and in part created conditions 
which render the pre-war modes of thought inappropriate. 
The war has revealed the extent and the nature of German 
penetration in the past, and made equally clear the kind of 
penetration that is contemplated for the future. But 
iiltli-oiigli the gravity of the German peril was the basis of 
the whole disciiSvSion at the Conference, it is doubtful if it 
is adequately realised by the people at large. And it never 
will be realised if it is supposed that the principal question 
is a question of Free Trade or Protection under ordinary 
peace conditions. 

The text of the Conference report begins with the declara- 
tion that the Central Empires, after forcing upon the Allies 
a military contest in spite of all their efforts to maintain 
peace, are to-day preparing, in concert with their allies, for 
a contest on the economic plane which will not only survive 
the re-establishment of peace, but will at that moment attain 
its full scope and intensity. From the German point of 
view, it is now clear from varied evidence that the main 
cause of the outbreak and of the continuance of the war 
has been the hope of economic gain. Germany wonted an 
expansion of overseas colonies and an expansion tlirougli 
vSouth-Eastern Europe into Asia. Apart from territorial 
expansion it was desired that the whole economic position 
should be strengthened. Long before the war the prepara- 
tions had been made by what was called the method of 
peaceful penetration. We were surprised at the outbreak 
of war to find how far this penetration had extended even 
in this country ; but in other countries and in other parts 
of the Empire this penetration had been much more exten- 
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sive and dangerous — dangerous in the most elementary 
sense of the word to national independence. In Russia the 
German influences were as dangerous to the ruling classes 
as vodka to the peasantry. The change of name ’from 
Petersburg to Petrograd was a sign of the national reaction 
against the Germanisation of Russia. The relative wcakn^-ss 
of Russia until these last dajsTs mainly to be ascribed to 
this Germanisation. In Italy the German influence was still 
greater and more pernicious. Even now Italy is not tech- 
nically at war with Germany, and the delay in joining the 
Allies, in spite of the popular determination, has made the 
task of Italy doubly hard. Even in the United States in 
recent years attempts have been made to check the natural 
assimilation of the German immigrants and to make their 
adopted country of secondary importance as regards 
political obligation. 

This part of the case cannot be too strongly pressed upon 
the British public. They must be brought to understand 
the extent and meaning of the peaceful German penetration 
before the war. At first too much attention was directed 
to the ideas of the militarism of the ruling caste and of the 
anti-religious German philosophy. The relapse of Germany 
into barbarism in its military methods and its treatment of 
conquered countries could not fail to seize the popular 
imagination. Criminology is aways more popular than 
political economy. A book of celebrated murder trials is 
always more interesting than a history of commercial crises. 
Peace has her victories no less than war, but the victories 
of peace are only realised with difficulty and at long intervals. 
And so also are the defeats. We have been slow to realise 
both the triumphs of German organisation and the disasters 
of German peaceful penetration. The foundation of the 
recommendations of the Paris Conference is the recognition 
of the dangers of German peaceful methods. The dangers 
of the future can only be avoided by realising the dangers 
of the past. The Government should take care that the 
people are well informed on the real meaning of German 
peaceful penetration. 
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The proposals of the Conference, as already indicated, 
are introduced by a reference to the preparations by the 
Central Empires for an economic contest immediately on 
the declaration of peace. Already in this country the ques- 
tion is being asked by the supporters of our traditional 
laisser faire : Where is the evidence ? It sure!}" cannot be 
expected that Germany should^publish in the n.iiddle of the 
war its particular plans for the economic contest in orhcial 
papers. But there is abundance of material in current 
German literature to show that the economic contest is to 
be more determined than before the war. The best pre- 
senta-tion of the German case is given in the book on Central 
Europe by Herr ITiedrich Naumann (see Part I., Chap, 
VIIL, p. 130). It is to be hoped that the translation will 
be as widel}^ read as the famous ' ‘ J’accuse.' ’ Herr Naumann 
writes with great restraint. Of hatred against England 
there is not a word. On the contrary, there is more often 
outspoken admiration of English political methods in 
dealing with dependent nations. Germany, he thinks, must 
rely more on the consent of the governed and less on military 
force. He admits that the Germans are disliked all the 
world over. He accounts for this universal dislike partly 
by envy — the envy of other nations of German organisation. 
Perhaps disgust with German penetration would be a truer 
desexiption of this part of the emotion. But also Herr 
Naumann admits that there has been too much of stamping 
everything with the Prussian stamp and the Prussian heel — 
too much despotism and too little freedom. The German, 
he says, must imitate the Briton in the arts of ccnciliation 
and toleration of diversity. The advice is good, and it seems 
simple — as good and as simple as telling a sinner to get 
his soul saved. Herr Naumann, it is stated, was once a 
pastor. He must have been a very delightful minister. In 
the middle of the war, in the middle of Germanjq he has 
written a most popular book, without a sentence to which 
any censor in the wide world could object, thougli it is 
surprising that some of it has been passed in Germarr^ itself. 
But there is a good deal of golden silence just at the danger- 



THE PARIS ECONOMIC CONFERENCE 383 


points, and a good deal of commendation of the Kaiser at 
fitting moments. There is in particular one Wagnerian 
passage of such glory that the Kaiser liimscli might be 
expected to put it to music. ^ 

Such being the pleasant character of the book, what is the 
real argument ? What are the basic ideas which have 
given it such a vogue in Germany in spite of the pro~J 3 riton 
flavour ? The answer is that the book displays, in the most 
solid argumentative, fateful manner the nature of the 
coming economic contest. 

Germany, on this view, is not strong enough even econo- 
mically to stand alone. Germany and Austria,-Hungary 
must be fused into a super-State, able to stand against the 
other three great world super-States, Greater Britain, Russia, 
and the United States. The union with Austria and I-Iungary 
is to be the foundation of the new Central Europe. The 
absorption of the neighbours that are suitable will come in 
due course — first the Balkan States and Turkey, to be 
followed, it is to be hoped, after suiTici;-’'! penetration, by 
Italy, and shortly the rest of Europe with the exception- 
of Russia. But to begin with, the Central Empires after 
the w’^ar are to achieve a super-State economic and military 
solidarity. 

In spite of the pleasantness of the literary dress, there is 
jio concealment of the belief that the present war will be 
the forerunner of still greater wars. And in these greater 
wars the economic structure and strength will be of vital 
importance. If anyone wishes to get a preliminary idea 
of the kind of economic contest against which the Paris 
Conference sought to provide, let him look at the substance 
of Herr Naumann's argument. This argument may be 
taken as giving the minimum of the effort at reorganisation 
that is to be made. Even a smashing military victory on 
our part cannot in itself prevent the development of a 
Central European organism of greater economic power than 
Germany at the outbreak of the war. 

It is interesting to observe that in the building up of this 
new Central Europe the question of tariffs is looked on as 
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of minor importance. Although the key to the situation is 
the closest possible economic union of Germany with 
Austria-Hungary (associated with equally close military 
union) ^ the idea of a uniform Ciistcnis union and inter-State 
Free Trade is not regarded as either advantageous or pos- 
sible. It is recognised that in some ways the other two 
countries will need protection of their industries against 
the greater technical power of Germany, and that foreign 
trade with the neighbouring Balkan States must not be left 
to unregulated competition. Austria and Hungary are to 
get their share, not by natural competition, but by sj-ndica- 
tion with Germany. more reliance is placed on the 

method of combination than on the method of competition. 
The same ideas are also applied to labour. Organisation, 
not competition, is to be the basis of the new military 
economic super-State. 

The Central Empires will no doubt try to construct a 
new scientific tariff against outsiders, but at the most the 
tariff is only one part of the machinery. The next time the 
economic preparation is to be much more complete before 
the military attack is launched. 

Reference has been made to the book by Herr Naurnann 
not only because in itself it is an outstanding work, but 
because it is representative of a large body of Central 
European opinion.* Already before the end of 1914 the- 
economic bodies in the Central Empires that correspond to 
our Chambers of Commerce were discussing after-the-war 
commercial policy. In a meeting at Budapest in December, 
1914, the result of the discussion was summed up by the 
president in the statement that the experience and the 
teaching of the war, and the political situation arising 
therefrom, as well as the reciprocal economic interests of 
the countries concerned, demand that the Monarchy and 
Germany should strive for closer economic union, and make 
their preparations in good time. Such a closer union, it 
was said, would naturally be made without the sacrifice 
on either side of economic independence as regards trade. 
The point is that to a great extent Germany, Austria, and 
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Hiiiigary are to retain' their control of their tariffs, both as 
regards their mutual relations and as regards foreign nations, 
but the economic union and development is to be promoted 
in other ways. 

The Paris Conference is the recognition by the Allies of 
the fact that, whatever the r^esult of the war, the Central 
Empires will at once set tonvork to strengthen the economic 
foundations of their military power. The Centrajl Empires 
will not be turned aside from their main idea hy over-rating 
the dirh;,;i:i ! i'.s of adjusting tariff relations amongst them- 
selves. In this respect the Allies must follow their (..‘xani|)Ie. 
They are combined in a great war of defence. One essential 
part of their power is their relative economic strength. If 
the Central Empires take thought to add to their economic 
strength the Allies miist follow suit. The key to the Paris 
policy, as shown in the i\vcu:ii'U.‘:idatio:is, is defence against 
aggression. The nature of the defence must depend on the 
nature of the iiggrossion. The greatest obstacle to peace 
is the fear of the peaceful methods of Germany. If the 
people of this country are forced to go back in the direction 
of mediaeval I’estrictions, the reason, is that Germany has 
led the way. There was a time in England when foreign 
merchants were only allowed to come to the country for 
four great fairs. Later on, greater freedom was allowed— 
but their stay was limited to forty days. Gradually the 
restrictions vvcre broken down, but even when permanent 
residence was permitted, there were restraints of various 
kinds affecting property and personal liberty. Plow far 
we may be coinpellcd to go back in our rcimposition of 
restraints will depend., on how far the Germans advance 
with their new morality. What the Germans look on as 
progress in morality \vc look on as retrogression. 

Let the anxious Free Trader and the anxious supporter 
of our greater freedom of larger political ideas read a lesson 
or two from the great apostle of freedom. The very bad 
policy of one country,'' says Adam Smith, “ may render it 
dangerous and imprudent to establish what would otherwjse 
be the best policy in another." The lesson that the vrcalti) 
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of ncigliboiiring nations is certainly advantageous in trade — 
one of the lessons that did most to break down the old 
beggar-piy-nci glibour coriire orc^ a 1 policy of Europe — is 
introduced with a remarkable qualification — the wealth of 
nations, says the teacher, '' though dangerous 
in war and politics/' A little lower down we find the provo- 
cative expression — it was applied to France and England — 

being neighbours they are nccessaril\’ enemies/' Every- 
body by this time knows that defence is of more importance 
than opulence/’ But everyone does not remember the 
context:— 

" When the Act of Xa\'igation was made, though England 
and Holland were not actually at war, the most violent animosity 
existed between the two nations. . . . National cinimosity at 
that particular time aimed at the very same object which the 
most deliberate wisdom would have recommended the diminution 
of the naval power of Holland, the only naval power that could 
endanger the security of England." 

The times have changed and we also. W e are good friends 
with Holland and brothers with France. We are enemies 
of Germany, and even if not actually at war we shall con- 
tinue to be enemies so long as Germany’s ideas of peace are 
centred in the methods of peaceful penetration which led 
up to the present war. The Paris Conference is the beginning 
of the new defence against the next war. 



CHAPTER XXXLI 

GOVERNMENTAL BORROWING AND COMFULSION 

2, 1916} 

In a foriiier chapter attention was called to the liigli rate 
of interest on British war borrowings and to the progressive 
rise in the rate. Since then there has been an advance of 
I per cent, in the principal form of borrowing — namely, 
Treasury bills. On the yearlings the discount rate is now 
6 per cent., and the interest on the mone}’ obtained by the 
State is about f per cent. more. The amount of Treasury 
bills outstanding is rapidly rising, and now stands at over 
£831,000,000. 

Besides the Treasury bills there are other forms of borrenv- 
ing for short periods, varying from two to live years. Five 
years is longer than one year, but in tlie matter of public 
debt it is a short period. This accumulation of a vei'y large 
floating debt is now called the method of '' continuous 
borrowing.'' The woi'st of continuous borrowing is that it 
means also continuous renewals, and if the rate of interest 
is rising renewals at an increasing cost. 

The rise in the rate of interest on the floating debt reacts 
on the rate of interest on long-period loans, and a new^ long- 
period loan can only be issued at a higher rate. This higher 
rate must automatically be extended to the old loans. It is 
so nominated in the bond. The continuous cannot 

go on for ever. A new long-period loan must be faced some 
time ; the longer it is deferred the harder the conditions. 
What is to be done with this enormous floating debt at the 
end of the war ? How- is the recovery of trade to be financed ? 
Flow are all the encouragements to industry and commerce 
* See Part II-, Chap. XXX , p. 371. 
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of which we hear so much to be paid for ? Are we to go on 
borrowing for the reconstruction of peace ? 

These are very serious questions. Whatever answer is 
given;, one thing ought to be absolutely clear — namely, that 
every economy ought to be made that does not impede the 
conduct of the war. But the experience of the last two 
yeni's has shown that general appeals to economy are of 
little use ;unless by way of introduction to some practical 
expedient. 

One of the economies not yet tried is an economy in the 
rate of interest on public borrowings. The practical expedient 
by which such an economy might be effected is compulsion. 
It may perhaps be thought that the present time is inoppor- 
Iniie for tlio suggestion of compulsion, when a great national 
effort is being made to raise money by the voluntary War 
vSavings Certificates. The recent increase in the sales of 
tlicsc certificates has been remarkable. In May the sales 
averaged about a quarter of a million a week. In the first 
week of July the amount had risen to nearly a quarter of 
a million a day. The lafest report of the boom in War 
Certificates is that the daily sales have again doubled. The 
fmanch-il and moral results of these efforts are cousiderahle. 
But they ought not to be exaggerated. A sale of half a 
million a day will only provide for one-tenth of the normal 
five millions. The other nine-tenths must be raised in otlier 
ways. And it must be remembered that this half a million 
a day of war savings is not presented to the State as a free- 
will gift — it is not like one of the great war charities. On 
the contrary, it is to be repaid at the end of five years witri 
wliat in other cases would be called an unearned incre- 
ment free of income tax of about one- third of the original 
advance, not to mention facilities for withdrawal without 
loss in th.c interval. The economy for the individual investor 
is excellent, but the economy for the State is not so 
excellent. To the State, indeed, the gain is supposed to 
be cliiefly indirect, as is so vrell explained in the latest 
poster. 

From the moral point of view there may seem to the eye 
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of the philosopher more of prudence than of patriotism, in 
so attractive an investment. ‘‘ Breatlies there a man with 
soul so dead '' that he will not lend to his own native, land 
15s. 6 d, for £i ? 

Surely our perfervid appeals to patriotism might liave a 
more robust ending. Surely we might test our patriotisju 
ill the matter of money as we have tested it in the matter of 
life. Unfortunately, however, it is only in malliematies 
and not in politics that the greater includes the .loss. The 
people who howled for a forced levy of men will cry out 
that a forced loan of ir.onej- will blast for ever the business 
character of the Government and of the people. The people 
who say that laisscr fr.}-,-.: is ciead, that wages must be fixed 
and piofiits controlled, shrink with horror from GG^'v■^ni.r!elI(■:i 1 
intcrfcreiK'o with the rate of interest, although it is the 
oldest and the most respev’bibie of all the 
inlerferrmees in history. Tlie Government may pay a soldier 
one shiliing a daj^ instead of the markot rate of (say) ('w'r. 
.sifillings for his labour, and give him no option, but the 
Government must not discount its bills at 5 per cent, if 11 ic 
Bank rate is 6 per cent. 

The re\a.;lutioiiarj’ socialism sugge.-tod in this last sentence 
may be neutralised by another example. Very early in the 
war — wlieu war bonuses on wages began to be rampant in 
the favoured industries — it was proposed that the bonuses 
should be paid in War Loan Certificates. Had this i)laj.i 
been adopted all the economic gains of tlie War Sa\'ings 
Certificates which are now so much extolled would have 
been muitiplieci a hundredfold. Extravagant consumption 
would have been checked, the balance of trade tvoiild haw 
been improved, and the plenty of war would have been made 
to help the coming leanness of peace. What were the real 
obstacles to so beneficial a war economy ? One real obstacle 
was that we tried to carry on in time of war with da- . eonon:;:* 
ideas of property only adapted for times of peace. Tlie 
working man had earned his bonuses — they had become his 
property" — shall a man not do what he likes witlx his own ? 
Does not the institution of private property itself lest on 
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the principle that every man has a right to dispose of the 
product of his labour ? But the correct answer is no, not in 
war-tiipe. In war-time the need of the State is the supreme 
law. 

But perhaps a still greater objection to this excellent plan 
was found in the perversion of the principle of equality of 
sacrifice. Why should the working man be made to con- 
tribute to^a fijrced loan and other classes be left free ? Why 
should not all incomes be made to invest a certain proportion 
in War Loan ? The answer of those interested was tliat 
other incomes were subject to a progressive income tax, 
and that excess war profits in addition were mulcted in a 
drastic manner. The reply is cogent. But to the vcorking 
classes this interpretation of ecjuality of sacrifice seemed 
altogetlrer irrelevant. They looked not to the amounts that 
were taken by the State, but to the amounts that were left. 
Suppose a man with a hundred thousand a year were to 
be left with only thirty thousand — only (they say), some 
six hundred pounds a week — ^where is the sacrifice ? 

The tnitli is that equality of sacrifice is unattainable in 
peace and is unworkable in war. After the acceptance of 
compulsory military service it is idle to speak of equality 
of sacrifice. It is, however, quite a different thing to argue 
that if it is good for the working classes to accept part of 
their wages in War Loan, it is also good for a pi'oportionate 
part of other incomes to be advanced to the State in a 
similar way. A forced loam of this kind, after all, would be 
only the natural development of the income tax. In the 
case of incomes that have not risen in proportion to the 
rise in the cost of living (including the rise in taxes), the 
tax-payers, in order to pay their increased income tax arc 
obliged to make extra savings. The State takes these foixed 
savings, and in effect makes a forced loan — but witli no 
interest and no return of the principal. 

The income tax-payer has been warned that he maj^ expect 
another increase. If, however, he were to get instead of 
a receijDt for his extra tax a promise of partial repa}unent 
at the end of the war, even with no interest, he would be 
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comparatively happy, and with 5 per cent, he would leap 
with joy. This extension of the method of war bonuses 
to the income tax-payers might be begun in the most ten- 
tative way and the screw could be turned according to the 
capacity of the lender. A spectacular beginning might be 
made with the salaries of M.P.'s. What voter could refuse 
a forced loan if his own JVLPdset the example ? 

It may, of course, be objected that without any com- 
pulsion the Government can borrow as much as it requires 
for the conduct of the war. But consider the price that has 
to be paid. If the present methods are continued,, we may 
expect that the progressive rise in the rate of interest will 
also be continued. The more we borrow the less easy will 
it be to go on borrowing. With the continuance of the war 
the demand for new money will not be less, and the supply 
will certainly not be more. Where is the cause to be found 
that will counteract the rise in the rate of interest ? Not 
one cause is imaginable until the return of peace. 

We are told, no doubt, that during the war the deposits 
of the joint-stock banks have increased by some two 
hundred millions, but everyone knows that these deposits 
are not the savings of the people, but the extension of 
bankers’ credit. There are real limits even in war-time to 
the sound extension of the banking credit of the most 
wealthy nation. Real savings from income — even if the 
savings are forced — serve to contract the wasteful con- 
sumption of non-combatants. The inflation of bankers’ 
credit only tends to raise industrial wages and incomes, 
and by a fictitious prosperity to encourage consumption. 
A period of inflation is always a period of wasteful extra- 
vagance. 

Once the principle of compulsion as regards public loans 
and interest is accepted there is no reason to fear that it 
will be carried into practice with dangerous haste. It is 
an old saying that Nature does nothing by leaps, and in 
this sense the British Govei'nment is the most natural in 
the world. We never rush the application of any new idea. 
We pass by tentative steps from one extreme to another. 
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We have seen the process in the provision of the human 
capital for the war. We began with voluntary enlistment 
in the fullest sense of the term voluntary.'' We advanced 
step by'^step with painful slowness to the extreme limits of 
peaceful persuasion. The last steps of persuasion were a 
good deal more disagreeable to the people concerned than 
the first steps of compulsion."^ It is quite possible that if 
the bcciT: '’ in w^ar savings continues and is extended, 
that here also the persuasion may prepare the way for the 
simpler plan. The question will come to be asked, Why 
should the bad men (or women) not be compelled to do 
what the good are doing of their own free will— witli siiggc 
tions and encouragements from their ministers and their 
rieigliboiirs ? 

Comoalsory borrowing and limitation of interest are not 
likely to be rushed. In the meantime the diflicuky rather 
is to make a beginning. Apparent! everybody is willing 
to begin with his neighbour. The bankers would begin 
with the war bonuses on wages, and the working classes 
cry aloud for the conscri}):ion of wealth. When eveiybody 
is willing that everybodj^ else should begin, the pri2icipie 
cannot be far off general acceptance. In time the most 
blind will begin to see that what is good for their neighbours 
may be good for themselves. 

A beginning of the forced loan method was very nearl)^ 
made by the Government when it commandeered American 
securities. The first proposal was to pay for them in War 
Loan. Apparently this excellent plan v'as not in accord 
with the principles of private property and of equalit}^ of 
sacrifice as then interpreted in the City of London. The 
securities were paid for in cash, and it W’^as left to the dis- 
cretion or the benevolence of the seller to invest the proceeds 
in War Loan. As soon, however, as the sales began to fall 
off, a method was adopted which showed that the rigid 
interpretation by the City of London of the two great 
principles cited had been relaxed. A new kind of compulsion 
was accepted in spite of private property and equality. 
The owners of American securities who were holding back 
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were encouraged to come forward by a penal income tax. 
They came forward with a rush. The manner and the speed 
of their coming was approved of by the City of London. 

Perhaps now another step might be taken, suggeked by 
the American exporierice. Suppose that, encouraged by 
the success of this last device, the Government go back to 
their first idea, and pay for any securiliccs they want with 
War Loan. To single out the forced sellers of. American 
securities and make them accept paj;ment in Wuxr Loan 
may seem inequitable. The inequity or inequality of 
sacrifice will disappear if the plan is applied all ropnd. If 
one class of investors is to be made to invest in War Loan, 
why should not other classes be so compelled to a propor- 
tionate extent ? Why should anyone who has new money 
to invest not be made to use some of it for the defence of 
his country ? Tlie recent activity of the Stock Excliange 
sho^vs that there is new money Si-.king investment. 

In the foregoing argument no stress is laid on any par- 
ticular method, though the methods suggested are directly 
practicable and indirectl}^ advantageous. The great thing 
to recognise at the present juncture is that continuous 
borrowing at continually rising rates is not sound finance 
in the greatest war on record. Other prices have been 
controlled, and in other cases the right of pre-eiiiption on 
the part of the State has been recognised and put into 
practice, witness the regulation of tonnage and freiglits for 
wheat. Where is the difference in principle if tlie Govern- 
ment takes the money it needs at reasonable rates ?— -that 
is, of course, so far as its internal loans are concerned. 

It ma}^ be said that the supply of loanable money depends 
on the stability of the S5rstem of credit. But an extravagant 
rate of interest on public war loans is neither a cause nor a 
sign of good national credit. 

At the beginning of the war no praise was too great for the 
Government, which had enabled the great financial houses 
to tide over the expected monetary crisis. The sitnalion 
was saved by the issue by the State of a mass of paper money 
and by other uses of public credit. These emergency 
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measures were continued long after the crisis, and are still 
continued. Why should the State, which itself provides the 
principal foundation of the credit system, be asked to pay 
so high a price for the use of it ? 

The central fact is that the war must be carried on, and 
five millions a day must be provided — that is to say, for the 
most part borrowed. When we take account of the terrible 
sacrifices pf life, where is the injustice in limiting the rate 
of interest on the money borrowed to 5 per cent. ? Con- 
sidering the danger of an enormous dead-weight debt witli 
a high I'atc of interest at the end of the war, the proposal 
for the present limitation of interest is one of the mildest 
counsels of prudence.'^' 

* In a letter to the writer regarvllng this paper the late Lord Cromer 
stated that he. had no objection in xn’inciple to a forced loan. 



CHAPTER XXXIIJ 

THE RISE IN Vv'AR BONUSES 
{Sepf ember 30, 1916) 

Uki^Kp: the thre^it of a strike the railway employees have 
received a war bonus of five shillings a week. Some of the 
younger workers get half this amount, and the women and 
some of the workers in the shops get nothing. No doubt 
their turn will come.^ The bonus actually granted to 350,000 
men works out at about seven and a-half millions a year. 
When all the consequential arrangements have been made 
the bill will be larger. As the railways have for the war 
been taken over by the State the loss falls on the nation at 
large. And as we have been told many times in the course 
of this war, we are a wealthy nation. 

It must not be supposed that the railway men are des- 
perately wncked, and through having the control of a national 
necessity are able to extract a big ransom. This latest war 
bonus is only part of the general movement which has been 
going on from the beginning of the war, after a short period 
of readjustment. The last issue of the Labour Gazette shows 
that for the eight months ending August 31, 1916, 2,600,000 
workpeople received a net increase of £360,000 per week. 

These returns do not take account of large numbers of 
the population who ha^'e also received war bonuses, especially 
if we take the family as the wage-earning unit. Agriculture, 
for example, is not represented, and in agriculture not only 
have the rates of wages risen greatly, but there has been 
a great increase in tlie employment of women and children. 
In the towns and cities also the increase in the employment 
of children and old people is plain to the most casual 
observer. Unfortunately, the Labour Gazette is unable to 
record the family earnings of these workers, but from the 
samples quoted from time to time in the papers there is no 



396 


WAR FINANCE 


doubt that the war bonus has visited the greater part of 
them. The statistics of consumption and of amusements 
point to a general increase of spending power as regards 
large masses of the people. Speaking broadly, this increase 
is to be ascribed to war bonuses or war wages. . 

There are no doubt exci-r-vici'S. The salaried classes in 
many cases have received no bonus and have had their 
salaries naulcted by direct taxation. People :i"\'ing on 
annuities or interest on capital are most severely hit. The 
capital value of the source is diminished by the rise in the 
rate of interest, and the interest actually received is liea\*ily 
taxed. 

These taxes on the fixed (or lessened) income receivers 
help to pay the war bonuses of the wage-earners and their 
familit.^s. In the last resort the greater part of the war 
bonuses are paid out of public expenditure. Part* of the 
money is derived from present taxation, and the rest from 
anticipated taxation in the shape of public debt. 

One of the amazing things in this war is the resurrection 
of old economic fallacies in the naked simplicity of new-born 
truths. There is a whole family of these fallacies, of which 
the central idea is that Governmental expenditure can be 
increased indefinitely, with an indefinite increase of the 
public good. This can only mean, when translated into 
practice, that the greater the public debt and the greater 
the taxation, so much the better for the national welfare. 
A consideration of the real burden of debt and taxes miiy 
be left for future comment. At present another of these 
old fallacies is of more particular interest. The idea 
is being revived, and put into practice on a great 
scale, that wages ought to rise with every rise in the cost 
of living. This is the root idea of the war bonus. This is 
the great truth which must prevail, whatever happens to 
the minor creeds. The minor creeds taught the people that 
in industries witli saleable products the efficient causes of 
a rise in wages were an increase in the output, or an increase 
in i ite prices of the particular products, or incn^asecl elfieienc}' 
or economy. Any saving of cost, e.g., by improved processes 
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or machinery, or by lessened price of raw material not 
iiniriediateh-^ followed by a fall in the price of the product, 
might be made the occasion of a rise in wages. During the 
last century industrial money vrages benefited greatly in 
this way. Real wages benefited also by the fall in the cost 
of living. In the second half of the nineteenth century 
money wages moved up ajvUtiic necessaries moved down. 
In those days v/e heard nothing of the converse doctrine 
that the money wages ought to fall with every fall in the 
cost of living. \Vc are told, however, that at the end of the 
war this practical appilcjition is to be made good. ^ That is 
said to be the meaning of a war bonus. It is for the peiiod 
of the war. The war raises the cost of living, hence the 
bonus. The peace will bring down the cost of living, and 
the bonus will disappecir automatically. Will it ? 

In the meantime, we have o-iough to do with the rise in 
bonuses and the immediate consequences. TIic rise is very 
unequal. strong union in a vital national industry heads 
the procession. The organised trades follow in order of 
their stiilang power. The old age* pensioners and others 
Avith. no stril^ing power at all bring up the rear of the pro- 
cession about two years after the start. 

The inequality in time is only part of the inequality of 
this mode of adjustment. Let us suppose that tlie bonus 
is justilied in the sense tliat without it the wa.ge.-earner will 
realty have to decrease his consumption of necessaries. Let 
us take account also of the vccll-csta.bli5hed economic truth 
that in any enforced contraction of exjoenditurc real neces- 
saries aic often decreased first of all. The force of habit is 
stronger than the force of health. Even to the best paid 
labour a rise in the cost of food means a contraction cither 
of food or of some pleasing habit. Lov^'er down in the scale 
there may be an enforced lowering of the standard of life 
by the rise in its cost. 

In practice, the bonus is given first to the liigher-paid 
kinds of labour. The)- at once increase their demand to its 
former habitual level. This increase in demand again raises 
prices. By the time the bonus has spread to the lowest 
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ranks of labour a new bonus will be demanded at the top 
of the scale, and so in the old phrase the nrischief circulates. 

These evils are recognised by the thinking part of the 
labour leaders. They know very well that of itself a rise 
in the cost of living does not justify a rise in wages. Tlic 
fundamental question always is what the industiy will bear. 
Bnt then they say that the nsenn profits shows tliat, as a 
rule, the industries can pay the bonus. It is the old conlhct 
between labour and capital for the debatable surplus a ri sing- 
out of higher prices. Labour (they say) will forego the 
bonus if the State takes for the war all the excess profit. 
But labour will not forego its bonus and reduce its standard 
of living if profits are to rise in consequence. This argument 
in some cases is quite valid. Its validity has been recognised 
in the excess profits tax. 

The argument has also a foundation of reason in -a wider 
sense as applied to industries in general. Experience shows 
that in any general upward movement of prices the rise in 
money wages usually lags behind the rise in prices. This 
means that capital benefits before labour. The reason is 
plain. Labour contracts are not so easily adjusted as 
commercial contracts. « 

Failing the seizure by the State for the period, and for 
the purposes of the war, of all war profits of every kind and 
degree, labour, it is said, will be content to forego its bonuses, 
and to keep its promises not to ask for more, on condition 
that the rise in the cost of living is stopped. Take away 
the cause (says labour) and the effect will also cease. Let 
the Government stop the rise in prices, and labour will stop 
the rise in bonuses. 

Hitherto the Government has put aside this request as 
practically impossible. It remains to be seen if the Com- 
mittee appointed to investigate the rise in the cost of living 
will suggest any measures for practicable Governmental 
control. The letter of the President of the Board of Trade 
expounding the difficulties is not very hopeful, blit the 
arguments advanced are not very convincing. Specially 
unconvincing is the appeal to the experience of other nations. 
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In this case the proverbial ounce of fact does not seem to 
outv/eigh the ton of theory. Look at Germany, says the 
President. Look at the nation which has carried to an 
extreme the organisation above and the docility"* below. 
Was there ever any people so obedient to so much govern- 
ment ? And yet the cost of living in Berlin has risen 117*6 
per cent, since the beginning of the war, whilst our cost has 
only risen 65 per cent. If German autocracy could not stop 
the rise in prices, how could a Coalition Government of the 
liberty-loving British people hope to succeed ? If Germany 
was pov/erlcss, where should we be ? There is the nuiice of 
fact — only 65 per cent, for us, against 117*6 for Berlin. Here 
is the ton of theory, and in this case the ton outweighs the 
ounce. 

A deficiency in the supply of necessaries, unless controlled 
by ther State, raises prices out of all proportion to the 
deficiency. If, with the actual shortage in Germany, prices 
had been left to the free play of competition, they would 
Jiavcj risen not twofold, but many-fold. Before the repeal 
of the British Corn Laws, when for the most part this 
country relied on its own harvests, the price of wheat varied 
according to the deficiency, the extreme being 1265. 6^^. per 
quarter in 1812 and 39s. 4 d. in 1835. Tookc, the great 
historian of prices, and by the way a great merchant, said 
that a deficiency of one-third in the wheat harvest might 
raise prices five, six, or even ten fold. How many fold prices 
might have risen in Germany but for Government action 
we cannot sa^y, but, giving the devil his due, the German 
Government did pretty well by keeping down prices as it 
did, and if the necessity of control had been recognised 
earlier, possibly the rise would have been still less. It 
would certainly have been less but for the inflation of the 
currencj^ which has raised prices in general. Our financial 
authorities recognised the inflation of German currency at 
a very early stage. 

Another official argument against official control is the 
argument from the world’s price. The world’s price is 
supposed to be determined by causes beyond the influence 
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of the British Government. If in this country we fix a lower 
range of legal prices all the stuff will be sent to the other 
countries which will give the world's price. On this view 
the world's price is wafted from overseas like the weatlier, 
and as such is beyond Governmental control. 

If this argument is tested in the_ manner of the first 
argument, by reference to the experience of particular 
nations, eyen the ounce of fact is against it. Since the 
beginning of the war the cost of living in the United States 
has risen only ii per cent., and the greater part of this rise 
.has taken place in the last year. It is true, of course, that 
in order to get the national price we must always add to 
the world-price the cost of getting the commodity to the 
natiennl market. This again leads to. the contention that 
there is also a world's rate for freights, and if we do not pay 
these rates all the stuff will go to other nations. If will be 
interesting to see in the forthcoming report of the Food 
Committee, first, how much of the British rise in prices is 
paid away in freights ; and, scc.ondl}’, whether the rise in 
freights has preceded or followed the rise in prices. In an\' 
case, when we have the command of the sea and the control 
of the gi^eater part of the mercantile shipping of the world, 
the fixation of an outside world’s price for freights, whxdi 
must be accepted like the weather, seems cariying to an 
extreme the old economic ideas of laisser fairc. What is the 
good of the command of the seas except to secure our over- 
seas supplies ? But if ransom prices have to be paid, where- 
is the control of siippl}^ ? 

World prices, e,g., of wheat, meat, etc., depend on supply 
and demand. The sources of supply are many, so are the 
sources of demand. Both supply and demand are affected 
in varying degrees by competition and by monopoly. Both 
competition and monopoly are influenced more or less by 
the Governmental action of various nations. 

One of the most important elements affecting the demand 
for most of the necessaries of life is the EritAh demand. If 
the British demand for foreign supplies were suddenly 
stopped altogether, as, for example, by some miracle of 
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German submarines, how great would be the fall in the world 
prices of wheat and other things. Instead of this country 
being compelled to accept world prices made outside, it is 
nearer the truth to say that our extravagant and unregulated 
demand was one of the chief factors in raising world prices. 

It has been contended in this series of papers that this 
extravagant demand was notliue simply to the necessities 
of the war. There was from the beginning a general laxity 
in public expenditure, and the root cause of this laxity was 
the easy inflation of currency and the credit based onflt. 
The inflation raised general prices, and food shared in this 
general rise. The recognition of the inflation has passed 
through tlie two stages characteristic of popular beliefs. In 
the first period, when the inflation might have been checked, 
it was not only denied, but said to be impossible, under our 
excellent system of management. In the second stage, 
when the general rise in prices was unquestionable, a certain 
degree of inflation was not only admitted, but was said to 
be one of the unavoidable necessities of war. 

In the meantime, the general rise in prices continues, and 
the remedy proposed is a continuous rise in the war bonuses. 
We are actually told that a sliding scale ought to be adopted, 
so that money wages should rise automatically with every 
rise in the cost of living. Such a scale, if applied at all, 
ought to be applied all round. But the wider the range, so 
much the greater and the more speedy must be the rise in 
prices. There is no escape from the vicious circle. Prices 
rise, therefore wages are raised. The wages are spent, there- 
fore the ’’prices again rise. More currency is required with 
the higher prices, and more currency is issued. The circular 
movement may continue until the foundations of credit 
will no longer bear the superstructure. Fortunately in this 
country we are in the habit of stopping short in the logical 
application of our popular remedies for low wages. The 
proposal for a universal automatic war bonus v/ill perhaps 
be found impracticable at an early stage. Unfortunately its 
practical adoption for the strongest industries has already 
made the position of the less favoured worse than before. 


CHAPTER XXXrV 


THE REAL BURL'EN OF' A NATIONAL DEBT 

r 

{October 14, 1916) 

The expenses of the war are being met in proportion of 
about (.VIC ■!![!■]■ by war taxation and four-fifths by debt. 
As between the present and future gv-,‘iir;'r. the propor- 
tion does not seem unduly favourable to the present on 
broad considerations of equity. Apart from the real burden 
of extra war taxes, the present race has to make large 
sacrifices of life and of personal liberty. Of these sacriliccs 
the coming race will reap the chief reward, and will make 
no corresponding sacrifiqies in kind. The coming race will 
only have to pay interest and sinking fund on a money 
debt — a small price to pay for freedom from Gcrinan domi- 
nation and desolation. To escape so great a peril it may 
truly be said that no price would be too high. 

When ( sli’-natcs are made of the probable ncitional income 
of the coming race, and the proportion to be paid by way 
of war debt charges, the burden on the future seems still 
more light. In his review of the financial situation the 
Chancellor of the Exchequer compared the British people 
to the owner of an estate incurring for a necessary outlay 
a debt of (sa.y) one year's income. The national income of 
the United Kingdom is put down at some three thousand 
millions, and the debt at the end of the financial year is 
estimated at about the same sum. V\liere is the danger ? 
Where is tlie difficulty ? 

This comfortable assurance is strengthened by another 
assurance still more comfortable. It is said that so long 
as the debt is an int{n'nal debt, the payment of interest and 
sinking fund is only a matter of accounting from the national 
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point of view. By such payments, it is argued, there is no 
real national loss, but only a redistribution of income. 
Taxes are taken from certain people, and the proceeds are 
diverted to other people. What is lost by Peter is gained 
by Paul. The sum total of the national income remains the 
same. 

Some of our optimists go even further, and try to show 
that the creation of a great mass of public securities in the 
shape of national debt adds so much to the aggregate 
national wealth. On this view, the greater the debt the 
greater the happiness, and the greater the war boom, so 
much greater will be the peace boom. The plain man has 
an uneasy feeling that there is something wrong with this 
political arithmetic. If nothing is to be made 6ut of nothing, 
how can something be made out of less than nothing ? 
Perhaps^ the best way to expose the fallacy that in public 
debt it is only the right hand which pays the left, and that 
there is no real national burden, is to express the burden 
in terms of taxation. It is only out of taxation that the 
interest can be paid, and the sinking fund (it any) put aside. 

In the year before the war, 1913-14, the Budget estimate 
for revenue by taxation for the United Kingdom was 
jfi6o,ooo,ooo. [In addition there was a non-tax revenue 
postal services, etc.) of about £35,000,000.] 

It is true that for part of our war debt our Allies and 
Dominions are responsible, and so far our taxation for 
interest will be less. On the other hand, the expenses of the 
war will not end with the war. In the year before the war 
the total Army Estimates, including effective and non- 
effective services (pensions, etc.), w-ere only £28,000,000, 
and the corresponding Estimates for the Navy were 
£48,000,000. It will be many a year after the return to 
peace before there will be a return to anything approaching 
these modest estimates for military and naval services. On 
balance there can be little doubt that if our war borrowing 
is to cease with the war, for some years we shall have to 
raise by extra taxation for the interest on war debt, and for 
increased military and naval and air charges a good deal 
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more than the total amount raised by taxation before the 
war. Already also large claims are being put forward for 
Governmental assistance in the reconstruction of trade and 
industry after the war, in the promotion of education and 
research and other aids to national development, and until 
these various betterments begin to yield their fruit they 
will involve more new taxation. - 

Let those who talk lightly of the right hand paying the 
left describe more in detail by what particular methods they 
propose to double taxation without imposing any real 
burden on the nation. What, for example, becomes of the 
right hand paying the left if the working classes are to be 
asked to pay double taxes ? 

We are told' that the war expenditure has caused a great 
improvement in the condition of the masses of the people, 
and that there has been a rise in the standard of livdng. In 
the coming peace it is maintained that the first dut}^ of the 
nation is to see that this higher standard is not impaired. 
The only difficulty is tp discover the practical metliods by 
which this first duty is to be achieved. Several have been 
propounded by scientific and other ph:la:r::::i,cp;^i.s. The 
workers are to work more and to produce more. The trade 
union restrictions on the efficiency of labour are to be 
annulled. Devices for “ making work '' are to be displaced 
by preventives of waste of labour. These and similar 
commonplaces of old-fashioned prudence, when stated in 
the abstract, arc no doubt as admirable as the greatest 
liappiness of the greatest number. 

But if the working classes are told that the real reason 
why the labour machine must be speeded up is that labour 
may be able to bear more than the pre-war taxes, their zeal 
for high-pressure work will cool down. And the cooling 
process will not be lessened by the assurance that tJie 
proceeds of their taxes — the payments by their right hands— 
will go into the left hands of the fund-holders, or through 
various beneficent Governmental officials and sub-<)fficials 
be devoted directly or indirectly — especialh^ indirectly — to 
the improvement of the condition of labour. When it 
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comes to the payment of taxes out of wages, how many of 
the working classes would approve of an indefinite extension 
of the method of compulsory insurance, even for their own 
benefit ? If, however, the taxation of wages is to be increased 
beyond the pre-war level, not to provide more insuranct's 
for labour or more improvements in the conditions of labour, 
but simply to enable labour to pay its share in the interest 
on the war debt and in the increased charges fpr the new 
peace footing of the Army and the Navy, who will be bold 
eiiougli or foolish enough to tell them that the taxes are no 
real burden because the proceeds will be spent Vvithin tlie 
country ? Taxes that have to be paid to meet the expenses 
of a dead war and its consequences will be a.bout as popular 
with labour as making up long arrears of unpaid irs-jranccs. 
Already some of the representatives of labour are saying 
that they have given their blood, and other people must 
give their money — that the conscription of life can only be 
balanced by the conscription of wealth. It is useless to 
reply that the professional and others of the non-working 
classes have given in proportion probably more life. No 
consideration of this sort will make war taxation that falls 
on labour seem other than a real burden to labour. The 
right-to-tlie-left-hand theory breaks down altogether when 
it is applied in the concrete to actual taxes on consumable 
things. How are we to show that the particular part of the 
interest on our war debt that is to be paid out of the extra 
tax on tea is only a right-to-left payment that involves no 
real burden on the masses of the people ? And where is the 
essential difference between a tax on tea and any of the other 
taxes that may be imposed on the consuming power of 
labour ? 

Any adequate estimate of the real burden of taxation that 
affects the consuming power of the working classes ought 
to take account not only of the discomfort involved, but 
of the indirect effects on national productive power. The 
flow of emigration that is expected to set in after the war 
will be increased by every rise in the taxes that affect labour. 
The ' continuous struggle on the part of labour to find com- 
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pensatioii for higher prices in higher wages will tend to raise 
the cost of labour, and there will be a reaction on foreign 
trade. It is, however, useless to recall the lessons of history 
on the crippling effects of heavj?' taxation on national pro- 
ductive power. It is quite sufficient for the present purpose 
to consider the direct burden of war taxes intended to fall 
on labour. And when peace"" comes and the war bonuses 
instead of spending the proceeds of loans, 
we begin to pay interest on the loans by the proceeds of taxes, 
there will be no need to show to the labour concerned that 
taxes on labour are burdensome — in other words, that the 
part of the interest on the dead war debt that is paid by 
labour involves a very real burden. 

Tiro probability is that the burden of any taxa.tion meant 
to strike labour and intended to pay for war charges and 
not for the direct benefit of labour will seem so great, and 
will be resisted by so great an outcry, that it will not even 
be attempted. 

Precisely the same arguments may be applied to wealth 
as to labour. We must translate all our proposals into 
definite taxes. Let us begin with the income tax. Even 
before the recent lowering of the limit of exemption, by 
which over a million of the wage-earners have been included, 
most of the people who paid income tax earned the whole 
or part of their incomes by labour of some kind. As the 
census returns show, the unoccupied class of possible workers 
— the conscientious objectors to work of any kind — is really 
very small It is true that the British income tax differen- 
tiates between earned and so-called unearned incoiiies, and 
higher rates are imposed on the unearned. In theory, the 
idea is to distinguish between the terminable earnings of 
the higlicr forms of labour and the otiose interest derived 
from capital that is assumed to be permanent. In practice 
tlie division between the classes is to a great extent arbitrary, 
and the justification from the national standpoint seems 
very doubtful. 

It is very difficult to separate pure interest from the other 
elements with which in practice it is conjoined— the 
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insurance against all kinds of depreciation of the supposed 
pei*manent source. 

The more closely we look into the interest yielded by the 
varied investments of Britfeh capital, the less apfJropriate 
seems tlie term ‘‘ unearned — ^if b\- unearned we mean that 
the receivers of the interest have conferred no corresponding 
national benefit. In the^tirhe of peace the investment of 
British capital abroad has given us new sources for raw 
material and food, and in that wa,y greatly increased the 
real wages of labour. And in the present war the large 
excess of imports of war materials for oursehes^and our 
Allies has been paid for by means of these investments. 
From the b-.-giirciug of the war we have been told that we 
could outlast the enemy on the financial side.'* Suppose that 
instead of these large investments of capital the owners 
had \nvsl.ed their substance in riotous living, or suppose that 
the surplus had been devoted entirely to raising wages, 
and that the wages had been spent in what in the working 
classes is called keeping up the standard of life ? Where 
would have been the I'eserves of finJincial strcngtli of 
we are so confident ? From the national point of view, the 
interest on capital in normal times is a cheap price to pay 
for the accumulation. If taxation on capital cuts away any 
of the gross earnings which ought to be devoted to insurance 
against depreciation of all kinds, the wasting of the capital 
is still more rapid. 

On the advent of peace we are told that there will be 
unheard-of openings for British capital. We shall be able 
to pick and choose the best parts of the field formerly 
occupied by tlie Cscrmans. But if every extra gain from 
enterprise is to be snapped up as unearned increment or as 
excess profit, the enterprise will not be fortlic.oming, or the 
corresponding capital will find a home in foreign lands. 
Capital is still more ready than labour to leave the land of 
heavy taxation. 

The capture during the war of excess war profits is on 
quite a diii'erent footing. Such profits arise because Govern- 
ment made bad bargains with, its contractors, or allowed 
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monopoly prices to be exacted, which ought to have been 
regulated. 

After all, however, of the incomes that are subject to 
income tax in this country, the largest number are earned 
in the narrowest sense of the term. The incomes are the 
wages of the higher forms of labour. A large mass of the 
salaried classes receive lowet pay than the better-paid 
artisans. Are we not told that one condition of improving 
the educational system of the country is to give higher pay 
to the teachers ? In their case also we are asked to apply 
the principle of the economy of high wages. To reduce 
their earnings by taxation is surely a queer beginning. Many 
classes of income tax-payers — the professional classes and 
most of the middle classes — will certainly find the con- 
tinuance of war taxation after the peace a heavy burden. 
If the income tax is not a burden, why should so much 
stress be laid on the exemption from income tax of the 
War Savings Certificates ? 

Similar arguments may be applied to every part of oiir 
tax system. It is onlybther people's taxes that seem to us 
too light — only the excess of incomes above our own that 
seem unearned. The really unearned incomes, after all 
allowances are made and all precautions are taken against 
injuring the source, are not nearly sufficient to meet the 
dead-weight charges of the war debt. 

So long as the public loans are being spent as they have 
been spent in this country during the war, the reccivexs of 
the money do not feel the burden — their war bonuses exceed 
their war taxes. There is a general feeling of prosperity 
amongst large classes. In the careless expenditure of the 
loans the old peace standards are lost sight of. A million 
a year is a mere trifle. What is one amongst so many ? If 
we borrow a thousand millions at 6 per cent, instead of 
5 per cent., what is ten millions a year to a great country 
like this ? The true answer is ten millions more in taxes. 

Early in the war we used to assume that with the return 
of peace borrowing would come to an end and the war taxes 
would be reduced. If borrowing does cease there must be 
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a great hardening of heart of our financial advisers. Loans 
for reconstruction will be called productive. Government ^ 
will be invited to make vast speculations in unearned 
increments. All the old arguments on the socialisation of 
national welfare will be worked into excuses for more debt. 

In such an atmosphere, to stop borrowing and to continue 
war taxation vrill be hard indeed. But some time or other 
the luorrcrvririg-must stop, and the longer it lasts ^.he heavier' 
the taxation to pay for it' — unless the speculations for 
unearned increments under State 3 uanagerne]it have a 
miraculous success. , 

The foregoing argument is not meant to imply that on 
the financial side we have reached the limit of our war 
strength. Not so. W\can borrow more, al\d we can pay 
more taxes. We have a long way to go before we reach the 
strain already imposed on the other belligcvents. But, 
morally as well as economicallj^ it is time for us to think 
of debt in terms of deferred taxation, and to think of taxation 
not as a national benefit but as a national burden. . 


CHAPTER XXXV 


FREE TRADE AND PROTECTION 
A Rj:coxc;liat:ox 
[November 25, 1916) 

It is quite easy to state the case for Free Trade on the 
one side and for Protection on the other in such a way that 
reconciliation's iniposiblo. This way is, indeed, not only 
easy, but popular. Each side lays'down a set of short and 
sii'.qjk- dogmas, and if they are not at once accepted and 
put into practice, accuses the other side of a shortag’C of 
intellect or morality. Says the Free Trader' — Every import 
means an export. Open wide all the doors. Make no charge 
for admission. All will be well if you only stick to free 
imports.'' Says the Protectionist — '' Markets are limited. 
The home producer has the first claim to home markets. 
Impose on all foreign goods an all-round entrance fee, with 
extra charges for the better places, and no admittance to 
the very, best." Between absolute freedom of entry and a 
minimum tariff graduated up to total prohibition no recon- 
ciliation is possible. 

This is only one example of the opposition of popular 
dogmas on Free Trade and Protection. There ate man}/- 
more of these opposites — each to each, as we used to be 
taught in our Euclid. Look to the consumer, sa\'s one. 
Consumers must first be producers, says the other. In time 
the dogmas take on the fervency of religious creeds. The 
controversy is waged with more than the proverbial theo- 
logical hatred and narrowness. I once asked the late 
Professor Flint — the last survivor of men of universal know- 
ledge — if there was any more narrow-minded man than the 
materialistic man of science. None, he said, except the 
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theologi?.n. The dogmatic Free Trader, and equally the 
dogmatic Tariff Reformer, qach in his own way combines 
the narrowness of the two kinds. 

Fortunately, although th^re' is no way of reconciliation 
of these extreme popular dogmas, there are two well-tried 
paths of peace still open. The first is shou’ii to us by the 
experience of great nations, cihd the second by the wisdom 
of great writers. 

Take first the appeal to the history of great nations. The 
appeal reveals an extraordinary combination of the tw'o 
opposing metliods — namely, the methods of Free Trade 
and Protection. In all the great progressive nations internal 
Free Trade has displaced internal Protection. There was 
a time in England when every town protected itself against 
every other town. Everj- town had its own market or 
market-s., and the foreigner was only admitted under the 
most suspicious surveillance. For this purpose the native 
of any other town was a foreigner. The market regulations 
of the towns of mcdia:ival England are as curious as the 
armour and the dresses. And yet bvery one of these fan- 
tastical regulations had its origins (like the superstitions 
of the Golden Bough) in reason according to the outlook of 
the times. But with the growth of a national economy all 
tlicse curious devices were whittled away into nothingness. 

When England was united to Scotland the opposing 
Protections were welded into one internal Free Trade. One 
of the most enduring of Irish complaints was that the union 
with England involved Free Trade — but the rule was fol- 
low'ed. "‘In the mighty colonial expansion of Britain one of 
the causes of the American disruption was that this policy 
of Free Trade within the Empire was not sufficiently de- 
veloped. Britain, indeed, gave much greater freedom in 
the way of trade to its colonies than did any other great 
nation, but the restraints that were imposed in favour of 
the Mother Country — the Protectionist policy of England 
against its own colonies — was a source of sentimental 
friction. 

Other examples on a large scale of the development of 
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the rule of internal Free Trade need only the barest mention. 
The United States of America ^vit^un its own borders has 
Free Trade. The German Empire only began to be an 
' Empire^ when it abolished the' multitudes of the Customs 
duties imposed in truly mediccval fashion by each of the 
German States against the rest. The British Dominions 
have followed on the same lines of internal freedom. Inter- 
State Protectionism has been broken down on the accom- 
plisliment of a wider and closer political union. 

It is not unreasonable to argue that this displacement of 
internal^ variegated Pi'otectionism by uniform Free Trade 
in national development must have as its basis some great 
national advantages. In the history of nations the advance- 
ment towards-’- internal Free Trade stands out almost as a 
natural law of progress. 

It is, however, equally remarkable that if intenml Free 
Trade has been one of the goals of national progress, so also 
has external Protection. The United States and the German 
Empire, for example, have combined external Protection 
with internal Free Trade. So has Italy, so has France, and, 
indeed, there is only one notable exception. Who can say 
off-hand that, in the light of experience, external ?rotectio.ii 
has retarded the industrial progress of these great nations ? 

The one notable exception is furnished by the British 
Empire, and there the exception is only partial and may be 
said to prove the rule. The British Empire, as a whole, has 
not adopted internal Free Trade. The overseas Dominions 
are Protectionist against the Mother Country. It is, however, 
noteworthy that with the growth of ideas of closer “political 
union advances have been made in the direction of internal 
Free Trade by the development of preferential duties. 
Probably this movement would have been accentuated but 
for the fact that the United Kingdom was itself the only 
notable exception to the general rule of external Protection. 
Owing to this policy, we had nothing to offer in return in 
the way of preferences. But in the light of the present war 
the most confirmed Free Trader would hardly deny that 
within the United Kingdom there has grown up a strong 
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feeling that as regards enemy countries the United Kingdom, 
for a more or less considerable period at any rate, must 
break with the simple rule of freedom and follow the example 
of the other great nations. " "" 

Surely in the light of this broad survey, it is reasonable to 
suppose that in each of these great policies there are elements 
of strength and advantage. ^ Tne old argument that Germany 
would have been even more prosperous under Jfree Trade 
may be balanced against the other old argument that the 
United Kingdom would have made even greater progress 
under external Protection. Probably Germany wopld have 
done better with less cunning and Britain with less simplicity. 

The conclusion suggested by the appeal to experience that 
in both systems there "are elements of advantage is confirmed 
by the wisdom of great writers. This is the second path of 
reconcihation, and may be specially recommended to the 
practical man. The practical man dearly loves to quote 
a recognised authority in support of his argument. The 
worst of it is that in economic ideas a writer only becomes 
an aiithoritj^ after he is dead. And Then the practical man 
on the other side is apt to retort : “ What can a dead man 
know of the problems of to-day ? '' Adam Smith, we are 
told by the practical Protectionist, published his great book 
just one hundred and forty years ago. The odd thing is 
that the same practical man will give as his authorit)^ List, 
oblivious of the fact that List published his great book 
just seventy years ago. Are we to suppose that the authority 
of List is just twice as good or twice as fresh ? Of course, 
when wo look carefully into the meaning of this time test, 
we find that the really great writers are always in advance 
of their time, and that time never overtakes and passes the 
greatest of them all. The practical Free Trader and the 
practical Protectionist may be well assured that Adam Smith 
and Friedrich List are both still in advance of the dominant 
living thought of their respective countries. Their books 
will not give ciit-and-dried answers to our practical problems, 
but they will give some of the ideas by which they may be 
solved. And, as it happens at the present crisis, what is 
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most needed is to emphasise the points of agreement rather 
than those of difference in these two great writers. 

The Germans have begun to discover the greatness of 
their prbphet a little too late. Tn the matter of creative ideas 
List was the architect of the German Empire. So long as 
the bulidcrs followed his plan that Empire grew and pros- 
pered. It is now threatened^ with ruin because they have 
brought irf. a new set of ideas, or rather they have revived 
old ideas which to List were repugnant. 

The dominant influence over List was the expansion of 
England into the British Empire. List thought in history, 
and most of all in British history. On occasion List made 
most bitter attacks on English policy, but his eulogy of the 
British Ernr)i?e as compared with otiier grciii Empires is 
enthiisinstic. At a time when Germany was split up into a 
number of principalities with its own protecti\-e polity, List 
drew up his scheme for a great Customs Union, with internal 
Free Trade amongst all the German St^ates. Internal 
consolidation on a Free Trade basis was to be followed 
by external expansion with protection against oiitsiders , 
especially against England. On the view of List, England 
had gained her commercial siipremae.y by the methods of 
Protection. She only threw away the ladder when she had 
reached the summit. 

Germany was to follow the example of England not only 
in commercial but in political expansion. The Government 
of the new Germany was to be constitutional, and based on 
liberty. Greater Germany w-as to expand through South- 
Eastern Europe into Asia. Turkey was to be tire German 
India. 

(rreatly influenced by England, List was a firm belie 
in the power of the sea. Germany must also Ivdve overseas 
possessions protected by her own navy. This great German 
Empire was to be created not on the ruins of the British 
Empire, but side by side. The world was big enough to 
admit of both expansions. List hoped for a real, genuine 
alliance or understanding with England. The last effoiis 
of his life \vere directed to the furtherance of such an agree- 
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merit. His latest biographer says that he died of disappoint- 
ment on the failure of his proposals for such a closer union. 

It is easy to see now where the latest German builders 
went astray. They stifled constitutional liberty and. set up 
militarism. In place of friendly rivalry with the British 
Empire, they planned its destruction. No wonder that 
in Germany the cry is now"' being raised of Back to 
List.^^' 

List was no narrow Protectionist. He was the very 
reverse. He was the greatest of the Protectionist writers, 
but the greatest because he was the broadest. If pur own 
narrow Protectionists would only read List instead of mis- 
quoting him they would shiver. Did their own particular 
prophet really say that England ought to have adopted 
Free Trade immediately after Waterloo instead of waiting 
for thes potato famine ? He really did. Did the same 
proi:)het really say that protective duties were proper]}' only 
educative taxes ? Did he also think that agriculture needed 
no protection ? That all duties should be moderate, and 
none prohibitive ? Yes, these and many other queer ideas 
were held by the greatest prophet of Protection. It might, 
perhaps, be thought that List was a careless writer, and 
his little exceptions must not be taken without the context. 
He was cei'tainly a very careless writer. Most of Iris life he 
was a journalist. A journalist has not time for research. 
His consistency is of the short-period variety ; how else 
can he be up-to-date or interesting ? List, however, was 
not merely a journalist, but a great thinker and an enthusiast 
for certain great ideas. Amongst these great ideas were his 
ideas on commercial policy. 

One of the most careless things that List did was to affix 
the name of Adam Smith to opinions which were in many 
cases the very reverse of his fundamental positions. It is 
true that very often List attacks, not Adam Smith by name, 
but what he calls '' the School.'' '' The School " is the 
short name for the narrow dogmas on commercial policy 
associated with the name of Adam vSmith. Sometimes, how- 
ever, List misuses the name of Adam Smith and fastens it 



4i6 war finance 

on to dogmas utterly opposed to the real ideas of the old 
Adam, 

If the narrow Free Trader will only read Adam Smith 
instead of misquoting him, it will be his turn to shiver. And 
he will probably shiver even more than the follower of List, 
because Adam Smith was the very reverse of a careless 
writer. He spent the greater'^part of his life in getting the 
material for the '' Wealth of Nations,'’ and he took about 
ten years to write it. He was not a journalist in a hurry — 
quite the contrary. He is, how:ever, one of the clearest of 
writers. He uses no technical words. He is popular in the 
best sense of the term. He is not amathcmatical economist. 
Anybody who can read a leader in a nevrspaper can read 
Adam Smith. But whilst the reader «^of a leader generally 
linds in it more or less what he buys his paper for, the 
present-day Free Trader will find in his Adam Smitheu series 
of shocks and surprises. Instead of being cosmopolitan, 
Adam Smith was intensely nationalist, or rather Imperialist. 
This part of his work, after being entirely neglected, is now 
bearing fruit. Adam Srfnth wrote on the eve of the disruption 
of the British Empire by the severance of the North American 
colonies. He propounded as an alternative a great federation 
with a truly Imperial Parliament. 

Free Trade was only one part of his subject, and in his 
statement of it he also stated the fundamental ideas of what 
is supposed to be the alternative policy of Protection with 
greater force than they have been stated by any professedly 
Protectionist writer. In no wuiter, for example, is so much 
importance attached to home trade and the employment 
of labour and capital in the home country, and especially 
in agriculture. It is against the methods of Protection tliat 
his attack is directed. The restraints, he argued, must in 
nearly all cases be cither hurtful or useless. That is the 
great negative argument Tor' Free Trade that has always 
been its strongest support. 

The popular idea that Free Trade is always theoreticall}^ 
the best policy for every nation, but that for practical or 
political reasons some occasional exceptions may be admitted 
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is just the reverse of the teaching of the great economists 
from Adam vSmith downwards. It is easy to point out in 
theory most important exceptions — the real difficiiUy is to 
put them into practice without causing more mischief 
indirectly. Adam Smith's most famous exception to Free 
Trade — and one of inost interest at the present time- was 
the policy embodied in the Navigation Acts. Curiously 
enoiigii, this was the first part of the old system to break 
down, simply through the diiTicuItj' of working it in practice. 

It is not, however, for their treatment of any particular 
problems that the modern reader is recommended* to read 
either Adam Smith or List. To learn to quote them cor- 
rectly may be an elegant accomplishment, but probably 
misquotation would ""be more popukir. The real use of 
reading these great writers is to get some of their breadth 
of view and clasticit}' of thought. W'hen the present war 
comes to an end there will be an opening for laying 
down a great national trade policy such as never before was 
offered to this country or this Empire. There is an un- 
rivalled opportunity for breaking away from olddogmar. and 
taking the best of both great policies. 

The real strength of Free Trade lies in the stress laid on 
the character and initiative of the individual. Its great 
danger is that unlimited competition may destroy the ideas 
of nationcility and national welfare. The strength of the 
opposing s}-'Stem is in organisation and in the stress laid on 
the power of good government. Its great danger is that 
too much government will destroy the character and force 
of the individual. 

List brought out most clearly and emiphatically the 
necessity of organisation — Adam Smith the necessity of 
giving full play to individual energy. What we need at 
present is the best of both s3'steins. And what we have to 
avoid is the worst in both. On these general texts many 
practical sermons might be written. 



CHAPTER XXXVI 

INFLATION AND THE ' RISE IN PRICES 
(pccciiihcy 23, 1916) 

The public expenditure, according to the statement of 
Sir. Bouar Law, has risen from ;f5:OOO.C'Co to £5,700,000 
a day. The total expenditure of this country since the 
outbreak of fiie war is £3,S32,ooo,odo. '' It is a colossal 

figure, but I do not think it is an appalling figure/' If it is 
not an appalling figure it is only for the reason giveh by the 
Chancellor in the sentence immediately preceding : I do 
not think we can in the least grasp what it nieams." It is 
surely time that the government and the people of this 
country began to realise the meaning of this “ stupendous " 
war expenditure. With national service, unless we alter 
our methods, another great rise in expenditure must be 
expected. 

There are many waj^^s of getting pretty vi\-id ideas of the 
real meaning of our expenditure. We can work it out in 
terms of taxes — every man for himself. The end of the war 
will not mean the end of war taxes ; it will only mean the 
end or the beginning of the end of spending borrowed money. 
Tlie appointed time will come at the end of tlie war for the 
stoppage of the war bonuses. 

Another vivid way of realising the effect of our expendi- 
ture is to consider the terms on which the British Government 
can borrow the money it needs. In the home country it 
pays 6 per cent, for loans repayable in three years — the 
kind of period that gives to the lender the maximum advan- 
tage of the combination of the short and the long period 
loan. It is true that some of (his interest is got back in 
income tax. But we ai^e also borrowing from Japan at 
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6 per cent., free of all taxes. In the United States we have 
to provide collateral security*. The Federal Reserve Board 
has warned the banks against locking up their resources in 
the bills of wraa'ing powers which will have to be continually 
renewed. The warning was specially directed against the 
Treasi-ry bills of this country. ^To our own bankers and other 
providers of money in a liquid form tliesc bills have been 
issued to the extent of over 1,100 millions. From the banking 
point of view this also ought to be a pretty vivid way of 
grasping the meaning of '' colossal ” and stupendous 
wlien applied to our public expenditure. ^ 

Another vivid way of realising the weight of llie burden 
of the war is to consider the rise in prices. Once more the 
Ecoiioniisl idex nuinb'er has passed all recoras. Compared 
with the bc.s*c number of 100 for the years i90‘0-05, and with 
116*6 at the end of July, 1914, the last return for November 
is 217*2. That is to say, as measured in this way prices have 
more than doubled compared with the beginning of llicncw 
century.' 

It is to this aspect of our “ colossal ’’ expenditure tliat 
singularly little attention has been paid by our financial 
authorities. Yet it is roughly true that if the prices of things 
in general have doubled, our aggregate expenditure has so 
far been also doubled. If the rise in prices is to continue, 
tlien for the same quantities of munitions and other sup- 
plies we shall have to pay increasing amounts, and another 
20 per cent, rise in prices will so far mean another million 
a day. 

In the first paper of this scries, published in the first week 
of the war, the question was discussed of the possible effects 
of the war on prices. Contrary to the popular opinion, it 
was shown that there is no necessary connection between 
war and high prices — that is to say, general high prices. 
Some things, of course, immediately rise in price owing to 
the special demand for war purposes, as in the old days 
for saltpetre and cordage. But, as was clearly shown by 
Tookc iii his great '‘Ilislory of Prices/' up to tlie end of 
tlie eighteenth century there was no observable coincidence 
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of a general rise in prices in war and a fall in peace. He 
coiirirmed the opinion by a table of the years of war and 
peace extending from i6S8 to 1792. A similar survey from 
that period down to the outbreak of the present war gives 
the same result. The alternations between, high and low 
ranges of prices do not conforni to the alternations between 
peace and war. For two years after the conclusion of the 
Franco-Gteman War prices rose very rapidly to a inucli 
greater liciglit than during the war. 

It was, liov'cver, admitted by Tooke that ‘‘if a state of 
war inchides the supposilic::' of an increase in the quantity 
of iTioiiey, then indeed the case is altered.” Following up 
this same r>rin(‘i|)lc. I pointed out that the course of prices 
ill the present war would depend largely on Government 
].)olicies regarding money. If a general war should lead to 
a general contraction of credit and a pressure on gold — as 
seemed very probable in the first week of August, 1914 — 
so far general prices would tend to fall and not to rise. If, 
on the other hand, the purrencies of the nations were inflated 
by large issues of paper money, and credit were inflated by 
exceptional Governmental guarantees, then a general rise 
of prices might be expected. If in any country inconvertible 
notes were issued without due regard to the principle of 
limitation, then no limit could be assigned to the rise in 
prices in the country concerned. 

The course of events has shown that all the Governments 
of the great belligerent countries have inflated their cur- 
rencies and expanded their credits. Instead of there being 
any world pressure on gold, the reverse has happene*d.* Gold 
has overfiov/ed into neutral countries, so that they have 
become alarmed lest the excess of gold should in their case 
also give rise to inflation. Sweden has placed limitations 
on the payment for her exports by gold and on the coinage 
of gold. 

The United States has at present only reached the stage 
of lamentations on the over-abundance of gold. Mr. Wilson 
lias not yet written a note about it. But the American 
Labourists have written a note to Mr. Wilson on the rise 
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in prices. They have invited him to say whether the rise 
in the cost of living — whichohas at last become noticeable 
in the United States — is to be ascribed to cornering and 
profiteering or to a shortage of American stuff due td expor- 
tation to Europe. The President, when he has had time 
for loolving into all the evidence, will perhaps reply that the 
rise is largely due to an ov;^r-abundance oi mone^/, and that 
in a state of war a certain amount of inflation 9! prices is 
as unavoidable as a certain amount of sinking of A;'neric?in 
and other neutral seafarers. War prices and war risks in 
America, as' elsewhere, may be made to answer for^a multi- 
tude of financial sins. 

That an undue increase in the qumitity of paper money 
is likely to bring about an inflation of prices was perhn 
that part of economic theory which before the war had bevn 
most cmnmonly accepted as true and abundantly confinm d 
by history. All the great nations had been warned by their 
own experience of the dangers of over-issue of paper money, 
and had placed such issues under stringent regulations. In 
no country had the regulations been made so siri-igciu: as 
in England. The system of the Bank of EucTukI was 
described as a cast-iron system. 

This excessive!}/ stringent regulation of the note issues 
was the more remarkable because as regards other forms 
of bankers/ credit the maximum of freedom was ailovs'cd. 
Any bank could give a cheque-book to whom it pleased, 
and open an account under any conditions it liked. The 
kinds of investments and the proportion of reserve were not 
governed by bankers’ law, but by bankers’ sense. 

The contrast between our cast-iron system in notes and 
our cast-loose system in all the otlier functions of banks 
was often the subject of comment, generah}’ sarcastic. But 
the general opinion seemed to be that after all it did not 
matter much what the regulations were regarding the notes, 
because the notes were practically of very little iiui:<or(.a.nco 
in such a country as this. 

More than forty years ago Bagehot called attcrition to 
the democratic character of our banking as one of Ihc great 
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factors in our commercial supremacy. Since that date the 
democratic character has been intensified. In the addiaess 
of the President of the Institute of Bankers, published in 
the current number of the Journal of the Institute, it is 
said that there are about five million accounts open vritii 
the joint-stock banks. Taking the deposits at one thousand 
millions (the pre-war figure), that gives an average of £200 
per account. In the same address it is said : — “ Our system 
has made it possible to dispense with coin and notes in the 
everyday transactions of life, and it has gathered into one 
great store the loose cash of the people.'' 

Wlxcn we knoM' that The hankers’ clearings amount in 
normal years to over £16,000,000,000 per annum, and know 
also tliat this amount represents only part of our credit 
transa.c;lions, and when we set against these fabulous sums 
the tiny amount of gold and notes, there is no wonder that 
we were accustomed to look on the notes and their functions 
as quite insignificant. 

Accordingly, when on the outbreak of war the Government 
printed off one pound and ten shilling notes as fast as 
they could, nobody ' supposed that anything unusual had 
happened. Any banking criticism was directed only 
against the quality of the paper and the printing. Not 
only was the old principle of limitation abandoned, but 
the new one put in its place was the very opposite. Any 
bank was to be allowed to get the new notes up to 20 per 
cent, of its total liabilities and current accounts as shovm 
in its monthly statement last issued before August 6, 1914. 
The amount of notes issued was treated as an advafice by 
the Tre.asurj’ to the bank, bearing interest from day to 
day at the current Bank rate. The bank was allowed to 
repay the wliole or any part of such advance either in 
currency notes or otherwise. 

The consequence of issuing notes in this way, with the 
provision afterwards made effective that they could only 
be converted into gold at the Bank of England, was to make 
the notes de facto inconvertible. This country gradually 
adopted in an indirect or disguised manner the method of 
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inconvertibility which had been avowedly adopted by the 
other belligerents at the beghming of the war. With incon- 
vertible notes it cannot too often be repeated that the only 
way to limit the rise in prices is to limit the notes! 

In the case of these other belligerents we have no difficulty 
in ascribing a good deal of the rise in prices to the inflation 
caused by excessive not^ issues. The case of Russia is 
perhaps most interesting. One of the reasons for pur ill-fated 
Dardanelles expedition was to make available the over- 
abundant supplies of Russian wheat and other food-stuffs. 
Russia was'^the land of plcnt}u Yet, according to the last 
Russian supplement of the Times, prices in Russia, of the 
principal articles of consumption have risen actually more 
than in Germany. Of seventeen articles quieted, only six 
had risen more in Berlin than in Moscow, and grain, sugar, 
and meat had increased in Russia from one and a-half times 
to twice as much as in Germany. 

In the same way we are all quite prepared to admit that 
in Germany one of the causes of the great rise in prices of 
all kinds is the over-issue of paper money. 

Why, then, should we suppose that we alone are to be 
exempt from the consequences of the inflation of our cur- 
rency ? Is it really the fact that '' it is possible to dispense 
with coin and notes in the everyday transactions of life ? '' 
Is it true that we have so developed our cheque system that 
the amount of issues of the notes is of no practical import- 
ance ? By all means let the experiment be made. Let the 
wages bill of the countiy for a single week be paid in cheques, 
and fet These cheques be the only currency. Let the multi- 
tudes of our workers go into the shops or the railwaj- stations 
or the public-houses and offer their cheques in payment. 
The experiment will not be made, because it is impassible. 

This last week there has been a further large expansion of 
Treasury notes, and the total now outstanding is over 
141 millions. How much longer are these increases to take 
place ? Has our vaunted cheque system broken down ? 
On the contrary, everybody knows that our bunking business 
has never been more active. And part of this extra activity 
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is due to the simple fact that our banks as a whole, instead 
of having to keep up a stock o^: “ hard '' money to provide 
for their internal needs, have only to get a sufiicienry of 

soft ” nioiiey in the form of the Treasury notes. 

In the time of the great bimetallic controversy in the 
'trighties the commercial and financial stability of this 
country was supposed to depdiid^on the maintenance in its 
full integrity of the gold standai*d. In those days our 
bankers ^Yorshippcd the gold standard. To them it was 
unthinkable that monetary contracts made on a gold basis 
could be settled in silver. Even in the United States the 

r* 

chief argument against making silver full standard money 
for all purposes was the fear of over-abundance and inflatiom 
Silver was bi’snded as soft ” moneys. The hard gold 
standard was not to be diluted with the soft silver. 

But silver, after all, is a precious metal, and, compared 
with unlimited paper money, silver is adamcntir'ic in its 
hardness. So long as the paper money is under all circum- 
stances immediately convertible into gold on demand the 
provision of the gold gfves a necessary limitaiion. But we 
have increased the i ssuv'-’S of our Treasury notes since .l\ray, 
1915, by one hundred millions without providing any new 
gold in reserve. And still the issues continue. What is the 
reason for this marked neglect of the principle of limitation, 
which is the foundation of any sound system of paper 
money ? The artificial stability of the exchange wvlli the 
United States, ^vhich is kept up by a stream of exported 
securities, is no evidence that witliin the countr}:^ there is 
not a general depreciation of the currency. Of cotirsc, so 
long as people arc content to ascribe the high prices simply 
to the war,” they will pay no regard to the excessive issues 
of paper money. Even bankers as a rule pay no attention 
to movements in general prices. Bankers, however, ought 
to liave observed with some concern the cases recently 
reported of heavy penedties imposed on persons in this 
country for attempting to sell sovereigns for a shilling or 
eight ecn-pence above the normal value. 

Quite recently the argument has become fashionable that 
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high prices are a blessing in disguise, because high prices 
check consumption. High prices do not check 
if for every rise there is a demand for war bonuses to meet 
the rise in the prices. High prices check consumption only 
if the i-icomes of people remain the same. But by the 
expenditure of borrowed money the incomes of large masses 
have been raised. So long as our credit and securities last 
we can pay the high prices for imports, but the* method of 
war bonuses is fatal to any economy through high prices. 
In one of his latest official utterances Mr. Runciman said 
that too little attention had been paid to infla-tioiv. It will 
be extremcily interesting to observe any steps taken by the 
new Prime Minisier to check inflation and extravagance. 
An old proverb rcmfnds us that he ought to .m.ako a very 
good hand at the business. 


CHAPTER XXXVII 


THE GEKEROSi'TY OF TEE WAR LOAN AND THE 
ALTERNATIN'E 

(Fchyniiry 3 , 1917 ) 

Any criticism of the War Loan cliiriiig the period of 
snbscriptio]! may p^^rhaps be considered out of >eason. 
Fortuiiatel}:, however, the most severe criticism riiai. can 
be offered oi%ht to give the grealo?;!; C'licovLrdgcrKenc to 
in the new loan. Every point of criticism is 
a point in favour of the investor. The chief faulF of the 
loan is that it errs on the side of generosity. The terms 
offered to the investor are too favourable. There is, how- 
ever, a perfectlj?’ simple explanation of the present high 
rate. From the beginning of the war the Go\'ernment has 
always b^en i)aying more than it ought, lud. only for its 
goods and its labour (except the labour of actual lighting), 
but for its money. Not only was the rate of interest raised 
too rapidly to too great a height, but tlie Governmenial 
loans were made more attractive by a succession of curiosities 
in the way of war bonuses. 

Every bonus on War Loans — every extra little attraction 
to the investor — costs money. It costs money that nu is t. 
in the last resort be raised out of the forced ecohoiliy of 
taxation. No amount of mivSty circumlocution can hide 
this simple truth. The cumukitive effect of these little 
bonuses is to raise the rate of interest. Besides the expense, 
they ('reatc a mass of unnecessary complicated business 
and dull the sense of patriotism. The lender to the State 
is taught to expect more and more favourable terms. 

One example strikes the eye at the present time. Just 
at the critical stage of the war, when most of all new money 
is needed, the business energies of the financial world arc 
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distracted by the complicated conversion of former loans. 
These conversions not only bring in no new money — it was 
part of the bonus on the old loan that no new moncj' was 
to be demanded on conversion — ^but the effect is to make 
a fresh demand on new money raised by taxes to pay the 
increased intei'est. The expense of this bonus was not the 
only evil. Ever since the promise was given the old sub- 
scribers have been looking out for the higher 3;ate. They 
understood not only that they would share in a rise in the 
rate of interest if a rise were necessary, but they were led 
to believe that a rise must come as a matter of corpse. The 
delay was a grievance. Accordingly when the new loan 
wns announced with the higher rate, and vrith. some of the 
usual little benusest they only thought that their just 
expectations were at last being realised. 

TiiC'^preserit high rate offered for the new loan, and the 
garnishing of it with new bonuses, has nothing w]iate\"cr 
to do with the security of the loan. For the ordinary 
investor as distinct from the speerJator, the new loan is 
the best security in the market. This was made evident 
by the fall in the price of other securities, \vliich simply 
meant that they became less attractive as compared with 
this new loan. 

The only reason for- calling attention once more to the 
weakness of the financial policy which has raised so unduly 
the rate of interest on British Governmental loans is to 
emphasise the investor's present opportunity. The gene- 
rosity of the loan is too great because the former financial 
policy" Vas too weak. The financial policy was not only 
weak, but wasteful. It was bad economy just when good 
economy was most needed. In a war of endurance every- 
thing in the last resort depends on economy. And economy 
covers a good deal more than a healthy reduction of meat 
and drink. It includes economy in borrowing money. 
Econom}^ said the old Latin tag, is the greatest source of 
revenue. It was long ago pointed out in these papers that 
tlie British Government by any test was paying far too high 
rates for its money. The only excuse offered that made 
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any show of reason was that it was necessary to pay high 
rates to attract neutral monpy. At last, after millions 
h*ive been wasted, we are told in the sober columns of the 
Economist that it is quite ea§y to pay higher rates for 
neutral money than for home money. Such, indeed, it is 
now said, is the b^hief in the City. It is discoiiraging to 
think that it should have tafcen years of war to discover 
this plain truth. Everybody knows that there is not one 
rate of interest, but a multitude of difierent rates, varying 
with different conditions. Anybody who professes not to 
know has only to look at a Stock ExchangS' list. The 
British Government could offer on every point the best 
conditions fa\'ourab]c for a low rate. Not only is the 
security the fuK-'st in the world, but frotn the very beginning 
of the war a stringent check in this country had been imposed 
on any other kind of iin/esi’nuro.L The Government rerJl 5 " 
put itself in the position of having a buyer’s monopoly in 
the borrowing of money. But this immensely strong posi- 
tion was frittered away to such an extent that the British 
Government was actually paying last year liiore. tlKin 
6 per cent, for short loans in its own market. 

The new Chancellor of the Exchequer could not all at 
once break the vicious habit of the war bonus in the matter 
of borrowing. But he has taken the first step. Instead of 
saying to the doubting investor, '' Please do not hesitate to 
lend now, for as soon as ever the rate of interest rises, and 
it will not be long, you shall have your share,” Sir. Bonar 
Law told him that he would never again have so good an 
offer. He intimated also at the same time that if theTi^^sent 
loan did not answer the national requirements, the next 
would not be so favourable and the method would not be 
voluntary. That was the alternative. 

It would do much for the success of the loan if this part 
of the argument were enforced by those in authority with 
more vigour. The war must be carried on. Tlie land is 
a land flowing with money and cuedit. In tlie face of th.e 
qucintities and qualities of compulsion already swallowed 
any squeamishness about a forced loan would be I'idiciilous. 
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For many reasons a v\>lLiiitary loan is preferable. But 
when the income tax on iiuxsines from invcstmerits has 
reached five shillings in the pound, to say nothing of tlie 
super-tax, to the owner of capital a forced loan inigiit well 
seem preierable to a still higher income tax. Perhaps the 
igesl objection most people feel to a forced loan is in the 
sentimental idea that Germany has not yet been compelled 
to adopt this expedient. If Germany has eyaded this 
special form of compulsion, it is only because more and 
much worse forms of c.cvr.nr.h-V;:: have been enforced. We 
have had far too much of comparisons with Q^i'niany. 
Surely by this time we ought to be rather encouraged to take 
any course of action not adopted by Germany. 

In the further consideration of chc alternative 

may be deferred. It is to be assured that Ike 

preseni?' terms for the free-will offering are better than any 
terms to be offered in the future, whether \'-oluntary or 
not. 

It seems pretty clear that Mr. Bomir Law himself t'iiougii.t 
that 5 per cent, was the limit for the British. Government 
in its owii mai'kets, even though that 5 per cent., like all 
the other incomes from other investments, was subject to 
income tax varying with the needs of the country in war- 
time. It was a pity he was induced to spoil the sweet 
simplicity of the 5 per cents. — what a change in itself from 
the sweet simplicity of the old threes — by the addition of 
bonuses, which mean probably that the real cost of the loan 
is nearer 6 per cent, than 5 per cent. 

All* these bonuses, hovrever, which add so much to the 
cost of the loan to the State, are so much added to the 
benefit to the investor. Consider, for example, the Sinking 
Fund. From the investor’s point of view the effect will be 
that the price of his security will be more steady. The 
very object of the Sinking Fund is to steady the price of 
tlie loan. So far as it operates it will have this effect. It 
will be an additional element in value of the new loan com- 
pared with other investments not so provided. But from 
the point of view of the State, a sinking fund that is not 



■130 


V^AR FINANCE 


raised by taxation is usually worse than useless. If there 
is no surplus of revenue, it must be itself raised by borrowing. 
And generally this means borrowing at a higher rate. If, 
however, by the aid of a little compulsion the Government 
in the future borrows at more reasonable rates, the Sinking 
Fund used to extinguish some of the old debt may pay its 
own expense. In any case, the, investor in the new loan 
has another little bonus in the Sinking Fund. 

In the same way the price of issue at 95 is not good 
finance from the public point of view. It means that for 
every £95 pounds which the Government receives it pays 
£$ interest, whilst the debt to be repaid is ;^ioo. If with 
its conversions the new loan reaches only 2,000 millions, 
the Government will have to pay baek a hundred millions 
more than it has received in capital. But once more we 
have an excellent little bonus for the investor. With the 
close of the war his stock is likely to rise to a premium on 
the price of issue. 

The concession by which the income tax is not levied at 
the source, having regard to the frailty of human nature 
and other hazards, is likely to reduce the revenue and to 
save the pockets of the tax-payer who owns War Loan. vSimi- 
larly the provision for the pajmient of death duties in War 
Loan Stock gives the Government its own paper instead of 
new money — again a benefit to the private lender at the 
expense of the public borrower. 

It is not necessary to dilate further on the generosit}’ of 
the loan, and the time for the alternative is not 3'et. There 
are, howev er , two points on the generosity side of th.e argument 
which may still be pressed on those in authority. There is 
the appeal to the small investor, and there is the appeal to 
the investor who has to borrow the money. It is doubtful 
if within the limits of time assigned for subscription these 

* In Part II., Chap. IX., p. 222 sq., on the probable effects of war on 
the rate of interest, a considerable rise after the war was anticipated. 
The possibility of the Five per cent. War Loan rising above 95 after the 
war depends partly on the date of redemption and partly on the expecta- 
tion that, as predicted by Mr. Bonar Law, the Government would never 
again offer sacli iibei'al terms. 
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two sources will be ma^lc as productive as they niigiit be. 
As regards the small investor, the War Savings Certilicate 
is preferable both to the State and to the investor. Itis " 
better ccononu’, and the interest is not paid until ailer the 
war. If, however, the small investor docs not like to defer 
the interest for so long and prefers the 5 per cent, of the 
new loan, surely it would^ be’^ Ccisy to devise some mode of 
payment of a continuous kind. 

With regard to borrowing from the banks, it seems as 
if a longer time were needed before the scheme is likely to 
be understood by the small or moderate investor, who 
knows nothing of “ bank rate varying,'" and has a healthy 
dislike of borrowing even if good may come of it to his 
country. Perhaps the greatest merit of the borrowing 
sciiemc is the gentle intimation it affords of the way in 
which ^the alternative may be carried into effect if and 
when it comes. 

From the bankers it is most gratifying to learn that at 
last they are becoming alive to the possible dangers of 
inflation. Altogether it seems as iFthe whole country w-^'ere 
beginning to realise that the greatest war on record may 
involve the greatest sacrifices. Let everybody take his 
last dip into the lucky bag of bonuses provided by the 
generosity of the new loan, and provide his own insurance 
against the alternative of compulsion. Very properly the 
Chancellor of the Exchequer has said that the frce-wfll 
offering will be fully taken into account in distributing the 
compulsion. 



CHAPTER XXX VI II 

C 

FOR AND AGAINST A' FORCED LOAN 

r 

{Fehyuary 15, 1917) 

The possibility of a forced loan has already come within 
the range of practical politics. With the increase in expen- 
diture and the of the most critical stages of 

the war a foitx'd loan may be a matter of months. The 
arguments for and against should be duly Vveighed whilst 
there is still time for deliberation. The extent afiid the 
degree of the compulsion will vary according to the eoliiviatc 
of the advantages and d: lies. It will vary also according 

to the success or failure of the voluntary method. 

It is easy to show that there is nothing in the principle 
of a forced loan that has not already been conceded in other 
matters at least equally important in the present war. The 
analogy of the conscription of life is obvious. So is the 
iriv:rease in taxation far beyond the normal peace limits even 
of recent times. 

The opposition between taxation and compulsorj;^ borrow- 
ing is not one of principle but of degree. What the Govern- 
ment takes by taxation it does not give back at all except 
in general benefits which are not proportioned to the: con- 
tributions of the particular payers. What the State takes 
by a forced loan is supposed to be restored after a time with 
or without interest. If the time is long, and the incon- 
venience to the forced lender very great, the difference with 
taxation is practically of little importance. 

If the forced loan is repaid in a short time — suppose, for 
example, it has first claim at the end of the w^ar — it may 
afford a convenient mode of softening the hardships of 
taxation. 
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A good deal of wild falk has been indulged in lately on 
the desirability of taking frosn the rich so much as to leave ^ 
them with only the very moderate competence of the average 
man. The idea of equality of taxation at the root of this 
levelling is that cveiybocN’ should be left equal after all 
the proposed socialistic pruping and lopping had been 
accomplished. We do nob want a social revolution of this 
kind in this country at the criticcJ stage of the'^war. It is 
ill Germany that a social revolution of another kind seems 
(to us) desirable. In the matter of the conscription of 
money, as in other things, it is our nature to proceed on 
methods of compromise and adjustment, not by simple 
confiscation. 

Taxation after a dbrtain point is unjust to the present 
race as compared with future generations, which will have 
most of the benefit of the war. Of course the full resciivcx-s 
of the country must be used to the utmost, but it will make 
no difference to the immediate use if a promise is given that 
of the compulsory takings by the Stat^ a part will be returned 
after the war. All that this means is that after a point a 
forced loan is preferable to the further increase of taxation. 

It is preferable also to the reliance on voluntary loans if 
such loans have to be paid for at too extravagant rates of 
interest. Before the present loan was offered the idea had 
prevailed that the Government must go on paying increasing 
rates in every new borrowing. This idea was false economi- 
cally and wrong morally. The rise in the rate of interest 
was not necessary to attract new money. There was the 
absence "of other modes of investment, and there was 
patriotism. Apart from these considerations the higher 
rates were never high enough to attract the unpatriotic 
minority who looked entirely to their own interests. To 
these people the more they saw the wealth of the patriots 
going into the war loans the less they saw there would be 
left to go into the other things. The other stocks would 
fall in price, and offer better and better bargains. The 
analogy with the unpatriotic providers of labour is exact. 
The more the patriots volunteered for the war so much the 

■ W.F, F F 
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fatter would be the places that were left. A remedy was 
found in the matter of labour, ^nd a similar remedy can be 
found in the matter of money The compulsion of labour 
was adopted only gradually- — so let it be with money. 

The time has come when an expedient suggested to the 
former Chancellor of the Exchequer might, perhaps, be 
put in practice. Let everyone who makes any investment 
of money in buying stocks, or who lends money in any form, 
be compelled to invest in War Loan a proportionate amount. 
To begin with the proportion may be small and the field 
narrow. ^ With increasing needs both may be enlarged. 

We may borrow from the Times a glaring example. 
There are the professional money-lenders who advertise 
their idiilantifropy in the columns of fhe papers. The}' are 
prepared to lend large sums without security. Where 
would be the hardship if for every loan at 50 per cent, to 
the foolish they were made to advance a similar amount to 
the wiser Chancellor of the Exchequer at 5 per cent. ? 

We may take anothej example from the other extreme — 
from the owmers and employers of the great capitals 
have been used in beating our plowshares into swords and 
making ready for the great decision : '' Alultitiides, multi- 
tudes in the valley of decision : for the day of the Lord is 
near in the valley of decision.'' 

In war as in industry our labour would have been helpless 
without capital. Nothing could be more unjust than to 
suppose that the great capitalists of this country have set 
themselves, like mediaeval usurers, to extract the utmost 
from the necessities of the people. But if our capital has 
saved the nation it has also earned good profits. Even 
after an equitable excess has been taken by the State, the 
balance is be57ond the normal range of peace. It was stated 
recently by Sir Edward Holden in his able survey of the 
monetary situation that a large part of the thousand odd 
millions of our floating debt, in the form of Treasury bills, 
was held by the makers of war profits, and he advised them 
to put £500,000,000 into the new loan. In this case not 
very much compulsion ought to be needed. Perhaps the 
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proper limits of special taxation of war profits have already 
been reached with due regarnl to enterprise and efficiency. 
Perhaps not. In any case there seems no great hardship 
if the Government, instead of paying 5| per cent.* for the 
temporary use of the surplus war profits, should pay 5| per 
cent, for a longer period, especially as the stability of the 
long loan is supposed to be assured by the Sinking Fund. 

Although the Stock Exchange has suSered severely from 
want of business, the records show that some of the makers of 
war profits are finding investments at attractive prices. Why 
not ? But why not also be made to put a part in Whr Loan ? 

There are, however, two great dangers in general com- 
pulsory borrowing as compared with a great increase of 
taxation. There is tlife danger of lessening ecoVxOmy. There 
is also the danger of increasing inflation. Taxation of 
neccssi?;/ enforces economy on the people, and after a point 
the difficulty of getting money by taxation imposes some 
check on Governmental extravagance. If, however, the 
Government can get as much as it;^ wants by compulsory 
borrowing, one of the great checks on public extravagance 
is removed. 

Our experience in the present war has shown that economy 
has been disregarded to such an extent that public extrava- 
gance has become a habit. Even at this stage of the war, 
in trying to arrange for national service on a voluntary 
basis, one leading idea seems to be to provide a minimum 
wage and additional compensation in case of transfer to 
another place. A legal minimum wage has hitherto been 
regarded as an ideal unattainable even in peace. With 
difficult}' the plan has been realised in some of the sweated 
industries. Again, it is provided that eveiyone employed 
in some new calling is to get the standard rate. But how 
will it be possible to ensure the standard efficiency ? It is 
easy to see that voluntary national service under bureau- 
cratic control will involve an increase of cost as compared 
with peace, and also will tend to increase the consuming 
power of the masses reckoned in money. 

The people who clamoured most for the extension of 
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Governmental management are now alarmed at the enormous 
aud increasing expense of the all-pervading bureaucracy. 
How much of the money raised by loans and taxes really 
finds its way to the ships and the men and the munitions ? 
How much is wasted by the miiltitudincus officials many 
stages removed from the actt^al conduct of the war ? 
are told that in London there is a famine of typcwrItCTs. 
There are not enough machines, and there are not enough 
young women trained to work them. Is the war to be won 
by t3U)evvriters, dead or living ? The biggest and best 
hotels and mansions are taken (and adapted) for the comfort 
of non-militant staffs. Everybody knows of somebocl}" who 
is earning more than he ever did or ever will again, except 
in what is callod war work. Much of this so-called war work 
consists in tlie management of human beings. People are 
to do what they are told, and therefore they must be told 
what to do, and somebody must see that they do it. Any- 
body, it seems, can manage human beings. For such emploj-^- 
ment no particular skiy is required. The management of 
cattle and sheep and horses and even pigs requires some 
training. Even in the present dearth of agricultural labour 
the farmers will not entrust their live stock to untrained 
war workers. Our Government is not so particular with 
its human live stock. This, then, is the first gieat danger 
of compulsory borrowing — the danger of an increase in 
public extravagance. The second danger which is closety 
connected with the first, is the danger of inflation. 

That the country is already suffering from inflation is 
now evident to the least observant. The foreign trade returns 
for January again show lessening quantities, but rising 
prices. The adverse balance arising from the excessive 
prices of imports is still one of the chief troubles of our 
financial authorities. The magnitude of this adverse balance 
is largely due to the inflation of prices in this country. 

The banking position is also significant of inflation. The 
records of banking are too prosperous and the real material 
foundation is too narrow. There is no reason again to 
press this point, as it is now admitted by the bankers them- 
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selves. They have statetl that they do not wish to encourage 
borrowing for investment iih the War Loan unless the bor- ^ 
rower means to make good by real economies in a limited 
time.^ Borrowing in the German method can only lead to 
further inflation and a further rise in prices. 

Inflation is one of those human errors of which the saying 
is true that it is never too late to mend, with this interpreta* 
tion, that bad as it is, it may alwaj^s get worsen The only 
remedy is to stop. It is time to stop when prices have 
doubled since the beginning of the war, and are still rising. 

If, however, the method of a forced loan is adopted, many 
pi^e})]e may think it necessary to borrow from the banks who 
w'oiild not do so irndor the voluntary method. In order to 
make the forced loan'^uccessful the Government might even 
compel the banks to advance on certain approved security 
for the^ieriod of the loan. In this case the inflation of prices 
must be increased. Such is the teaching of the old linancial 
authorities, and such is also the warning of the present-day 
bankers at their latest general meetipigs. 

Tlierefore, once more the end of the sermon is that every- 
body in his own way, to the best of his strength and courage, 
should practise economy. If the economy is made in the 
necessaries of which there is a limited supply so much the 
better, but such economy cannot be nearly sufficient to meet 
the demands of war expenditure. Let it be clearly under- 
stood that any kind of economy that puts more money at 
the disposal of the State is so far beneficial. 

For the encouragement of this very ncccssaiy economy 
no better example could be offered than by the Government 
itself. Any action of the State is always writ large. Why 
should the average man pinch his family or even liimself 
if the proceeds are to be wasted in things that can only 
hinder the conduct of the war ? In the present emergency 
any waste of labour of any kind is as serious as the waste 
of material. We have lately put up an image of Mr. Glad- 
stone. We may take to heart one of his sajflngs that deserves 
to become proverbial : “ Good finance consists more in the 
spending than in the collecting of revenue/' 



CKAPTEl^ XXXIX 
THE FOOD SHORTAGE 
{Apyil 10, 1917) 

’ C\ 

In \\isdoii' of the ancients, Fortune was alwa3's 
regardcxl as one of the greatest, if not the greatest, of the 
pov/ers that govern human affairs. In the fair luimanities 
of old religions, Fortune was a most heautifnl goddess who 
must be instantaneous:}' seized by the lock of hair in front 
before she could turn and flee away and offer her bald pate 
to the vain pursuer. 

The same idea has been expressed in the poetry and the 
proverbs of all nations^ and histor}^ is full of examples of 
lost o})port uni tics and vain pursuits. In war the power of 
Fortune and the need for instant seizure of the happy chance 
has been recognised by all the greatest captains. And it 
is not only in the battlefield that quick decisions are needed 
for success in war. The recognition of tliis truth at the 
end of last year led to the compression of the Cabinet and 
the freeing of its members from departmental ',\'ork. It 
led also to the. appointment of dictatorial controllers. It was 
hoped that by these devices anything that had to be done 
would be done quickly. Hitherto the speed has not been 
astonishing, except perhaps in the multiplication of officials. 
But time and tide wait for no man. 

These general reflections have been aroused bj^ the present 
shortage of food in this country. It is a time in this case 
for rapid decision. Fortune has alreadj’ begun to turn her 
head. Of the fact of the shortage there can be no doubt. 
There are no figures available, but the suppression of the 
figures is itself ominous. According to the speeches of 
responsible statcsinen, there are not enough breadstuffs to 
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last till the next harvest According the the naval authori- 
ties, the importation of the nrcossniy amount is not certain. 
No c.om:ti3; can resist starvation be^mnd a certain 
The iguoininy of a peace forced on us by Germany f-throiigh 
cutting off our overseas supplies would be unspeakable, 
and the real disaster to world-civilisation would be as great 
as the national shame. ^ ’ 

No doubt the shame might be partl}^ hidden by excuses. 
Tlierc is, for example, the historical excuse going back to 
the repeal of the Corn Laws. For the last seventy years 
our agriculdiral policj/ has been adverse to the production 
of grain. But it is doubtful if any Governmental policy 
could have main-uiined the arable acreage in the face of the 
opening up of new countries and the unexp(scted imprcA’c- 
ments in transport. For thirty years the repeal of the 
Corn Laws only prepared the way for the contraction of 
the home supplies. The actual contraction on a serious 
scale only b('gan in the last quarter of the nineteenth 
contur}x 

The real corrective to this loss bf solf-surricicncy in the 
production of essential food supplies was found in our power 
of the sea. The argument was that so long as we had the 
command of the sea we could draw supplies from the ends 
of the earth, and that our supplies would be surer than if 
we relied on our own resources under our own climatic con- 
ditions. This alignment was perfectly valid. The recent 
snowstorm ought to be a useful reminder to our people that 
our climate is variable. The history of British agriculture 
oveixconturies shows that oscillations have occurred between 
very high and very low prices according to the goodness 
or badness’of the seasons. The famine prices of the Napo- 
leonic \vars were due to a succession of bad seasons. The 
country at the time, under normal conditions, was self- 
sufficing. In fact, for more than a century before the 
Napoleonic wars the country had been more than self- 
sufficing in normal years. The bounty given on the export 
of British corn in this period is the most famous of all 
bounties. In years of scarcity the bounty was suspended. 
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111 the Napoleonic wai's the import duties were in general 
not operative if the price of corn rose above a certain height. 
The main cause of the high prices was the bad seasons in 
England, and whenever a good season occurred prices fell 
below the normal. In 1812 the price of wheat was 126s. 6 d. 
per quarter ; in 1822 it was 44s. yd. After the repeal of the 
Corn Laws, and after the great improvements in transport 
in the 'seventies, British weather ceased to be the governing 
factor in the price of British grain, and in some of the worst 
seasons on record there was pra,cticaily no compensalioii in 
the rise in home prices. 

Britisi/ weather is not only very variable, but as yet has 
not been brought under any law of averages of any use for 
practical agricc^.uture. For a long tirn^, in accordance with 
some lunar theory or superstition, it was believed tl.iat 
nineteen 3^’ears would see a complete cj^cle of weather, and 
a nineteen years' lease was supported on that ground ; but 
Thomas Tooke, the great historian of Napoleonic war prices, 
showed by bis researches that a hundred years at least 
would probably be required to reduce to a fair average the 
inequalities of the seasons. 

No one supposes that the present war is likcl}’ to last a 
hundred, or, for that matter, even nineteen years, and yet 
in the belated provision for abundance of home-grown wheat 
for the next year or two very little account is taken of the 
weather. The farmer is guaranteed minimum prices on a 
feJling scale, which is a veiy different thing. British w^eather 
not only varies from time to time, but vciy often from 
county to countj^ The method of minimum prices suggested 
by Lord Milner's Committee would have been the cheape-st 
insurance ever effected for the encouragement of home-grown 
wheat ; but there was no one ready to seize the frontal lock 
of Fortune, and ever since agricultural policy has been a 
kind of moving picture of a panting John Bull in a \’j.Lst 
hurry pursuing a classical bald-headed goddess. 

If the war nings of our responsible governors are to be 
taken seriously, and if the countiy is within range of possible 
disaster from food shortage, our food policy ought to be 
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governed by military ronsidoiTdirms and our vSiipplics made 
sure by military methods. 

British nxiiitary methods in the present war fall into 
classes — the niethods, namtely, of persuasion with over- 
payment, and the methods of comoiiLsion witli under- 
pay rnent. In the ordinai^y conduct of the war we are still 
trying both kinds. We ^I'e^still raising the war bonuses 
of the stay-at-Ii.cmcs and sending them in case of need our 
best public orators to compose their feelings, and at the 
same time we are resting wider the net of compulsion and 
handing ovt;!' the captives to war I'ations and the raucous 
drill-sergeant. 

If it is realty necessary to stimulate home production to 
prevent military dis^.ster or an ignominioust» siirrcjidcr to 
Germany, then instead of a falling scale of minimum prices 
v'c ought to offer a rising scale of bounties on production. 
Piomise th.c farmer so much extra for every extra qiuirtcr 
actiu'lly fortlicoming. If for any reason lIiv.: method of 
bounties does not suffice, or if it is not thought eepiitable, 
then it should be siipplcaruMited by the method of com- 
pulsion. The nation at war has the first claim on the use 
and the produce of the land. Such a doctrine is not revolu- 
tionary, but the very corner-stone of political society. 

But at the cud of the third winter of the war it is too late 
to rely simply on any great increase in British production. 
Apart from the hazard of the seasons a system of agriculture 
cannot be changed in the twinkling of an eye. Production 
depends not only on bounties or compulsion as the case 
may be; but on skilled labour and specialised capital and 
material. The supplies of both, however, are limited. Both 
are required: for other war purposes. And we can never 
be sure that a wet summer or a\ituniii will not destroy the 
greater part of the expected crops. 

The aim of the present argument is not to show that any 
attempts to increase our home supplies are of little use. Oil 
the contrary, to increase home productioji we should be 
justified in resorting to greater bounties and also to greater 
compulsion than have yet been tried. 



442 


WAR FINANCE 


But the point is that in any ca^ we shall have to rely 
very largely on overseas supplies. In the matter of national 
fcTod in a war of endurance assurance ought fo be made 
doubly ^ure. In the very grave'speech made by the present 
Prime Minister after two months of office, he said" that 
unless we were to adopt the most stringent measures regard- 
ing the imports that are admitted and in the consumption 
of those imports, we are faced \vith disaster. This statement 
was not a side remark made under the play of oratorical 
emotion, but the reasoned conclusion of a long argument 
bristling with official calculations. 

Once before, under the previous regivie, the Government 
made a long list of restniints on imports and of proposed 
taxes on imports. The restraints wero loosened by licences 
and the taxes weie whittled away by trade interests. The 
full effect is seen in the record magnitude of the imports of 
last year. The growth of imports that used to be the glory 
of Britain has now become our shame. The only reasonable 
sequel to the grave warnings of the Prime ^linister is the 
great and continuous '^displacement of other imports to 
make room for additional cereals. In spite of the world 
shortage there are probably still supplies obtainable by 
this country at a price, and for the present there is enough 
of tonnage and power of the sea to ensure deliwu'y. 

It is, perhaps, not yet too late to try the method of public 
granaries. The method was advocated even in the seven- 
teenth century, when the country was in normal times 
self-supporting. The idea was much in vogue before the 
present war. It is an essential part in the new economic 
system of Central Europe, made popular by Dr. Naumann. 
Until other countries actually prohibit the export of gi'ain, 
the richest and most eager customers \vill get supplies, even 
at the expense of semi-starvation in the corn-lands them- 
selves. But if it is not too late, there is no time to be lost. 
Whilst we still have the ships and the money, we ought to 
make sure of the grain. There are already statistical reports 
of shortage in the United States ; and Argentina is said to 
have already resorted to prohibition of exports. 
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I Even if the home production is increased to the utmost 

J in the time available, and even if the weather is fa\’‘ourable, 

I ^ and even iiwe can buy abroad, and even if we can bridg 

I honie^ the surplus still available, and even* if (fifthly) we 

have the sense in time to store up the new supplies, the old 
standard of living will have to be contracted. We were 
assured by the Prime uliTrisibr that if the people assented 
to the restrictions on consumption suggesied by jfhe Govern- 
ment, all would be well. But in a matter of national life 
and death, with Germany as the would-be executioner, we 
need a surer guarantee than the voluntary abstiiicncc of a 
people pampered by war bonuses. 

j The natural economic restraint on consumntion of any 

1 kind is a rise in the price of the article concerned. Everybody 

j is s'apposcxl to know that the prices of things, if left to iheii:- 

' selves,’^ depend on demand and supply. If the quantity 

demanded is greater than the quantity offered, the price 
rises until the weaker demanders are thrust out. 

In the case of necessaries (natural and habitual) any rise 
in prices has little effect on the quantities demanded until 
j there is a serious lessening of spending power. Accordingly, 

I it follows that if with every lisc in prices there is to be a new 

I war bonus to meet the increased cost of living, this most 

;• vital of all checks on consumption is relaxed. Yet every 

day we read of threatened strikes averted by new war 
j bonuses. 

The old economic principles which were neglected and 
I reviled in the fictitious prosperity of public extravagance 

^ "" on boiTow’ed money are once more beginning to assert their 
rude elemental strength. People are being forced to measure 
I national prosperity, not in money, but in the necessaries and 

] other tlxings that the money will purchase. 

; The fall in the purchasing power of money, or, what is 

i the same thing, the rise in general prices, goes on increasing 
at an increa.sing rate. The index number of the Economist, 
which, is the most popular measure of the rise in prices, 

' last month not only surpassed all former records, but made 

f the greatest advance of month in the war. Taking the 

1 
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average of prices of igoi-05 as 100, the index iiumber for 
^ the last of July, 1914, was ii6;6, and for the last of March, 
1917, the figure is 240*9. Expressed in the simplest terms 
this mehns th^t prices on the avei'age are two and a-half 
times as high now as in the first five years of the present 
century. It does not mean that we are two and a-half times 
as prosperous, but so far quite the contrary. 

If the country is to escape from disasier- the word is 
getting as common as the w^olf in the fable — the national 
saving must be a real saving in consumption, and not a 
mere mope}^ saving of war profits and war bonuses and v a.r 
credits. 

And the saving must be a saving by the masses for the 
masses. This^is a hard saying, but, as all the other belli- 
gerents have found, war is a hard master. One of the 
greatest of all our economic mistakes in the prcselVt war 
was to use the occasion for raising the pre-war standard of 
living by the expenditure of money borrowed for the condi.ict 
of the war. Germany from the beginning began to practise 
the difficult art of lowering the national standard of comfort. 
In France, Russia, and Italy the people have felt from the 
beginning the real burden of war in reduced consumption. 
It is now our turn. 
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GLUTTONY i"n WAR-TIME 
{April 30, 1917) 

“To have -^^espect of persons is not good; for, for a piece of 
bread that man will transgress/ —PnovEKBS xxviii. 2-1. 

It is quite certain that voluntai*}" rationing can never 
succeed unless our people as a whole realis^t^ the national 
danger. How can the people know unless they are ta.iight, 
and hmv can they belie^^e ^.vheii their j-cspo •:>/■)!•;: teachers 
tell them smooth things and show, by their own example, 
that voluntary avoidance of \vaste is an impracticable 
ideal ? 

It is not good to have respect of persons.'' The words 
of my text were suggested by reading in the Times that on 
the luncheon tables of the House of Commons the waiters 
had to sweep up a quantity of wasted bread. Perhaps this 
incident will be explained away. Perhaps the House of 
Commons will be the first public body to abolish the use 
of bread at lunch and dinner. Perhaps not. The reluctance 
of the House of Commons to follow^ the example of the King- 
in the matter of drink has not yet been explained away. 

It is ilo doubt quite true that the amount of bread actually 
consumed or wasted by our legislators is negligible. But 
the votes they give and the examples they set are by no 
means negligible. They give plenty of advice to the pros- 
perous " classes, and tell them to eat less bread so that the 
poorer masses may ha^ve a sufficiency. But they never 
venture to draw the line of '' prosperity."' Where does 
prosperity end and poverty begin ? What is the standard 
of comfort which is really an irreducible minimum ? Our 
legislators have become so accustomed to recommending 



446 


WAR FINANCE 


war bonuses in proportion to the rise in the cost of living 
that the idea of a general fall in the pre-war standard is 
quite unthinkable. Great play is made with the eihcie:ic\’ 
of labour andlhe economy of 'high wages, and exceptions 
are added to exceptions until voluntary rationing of bread 
fails altogether. And yet the Food Controller tells us that 
unless the voluntary rationing pf bread succeeds in the 
next six oj eight weeks compulsory rationing must be 
enforced. But he also says that compulsion is so difficult 
that another effort ought to be made to save the voluntaiy 
system. 

That is the reason for plain speaking. To have respect 
of persons is not good.'' The masses, too, are persons^ — ■ 
])crsoriS witli mouths. The other day,dn a walk in the out- 
skirts of the City, I picked up four pieces of bread which had 
been thrown away half-eaten. They weighed two odnces — 
just the amount suggested as the bread ration for a meal. 
This experience is only one sample. Many instances on a 
much larger scale are recorded in the papers, and every 
acquaintance is ready to cap my little story with a worse. 

Nobody," said Adam Smith, '' ever saw a gentleman 
drunk with beer," The gentleman chooses a more expensive 
kind of drunkenness. In the same way nobody ever saw 
a gentleman throwing away in the streets half-eaten pieces 
of bread. The gentlemen of the House of Commons leave 
their unfinished pieces on the tables. 

Who then are the people so unprosperous tliat they only 
get a bare sufficiency of bread, and have none to waste and 
can buy no other substitute ? Dr, A. L. Bowle}.q the^ v, ’•ell- 
known statistician, gives the following pre-war figures of 
the ordinary expenditure of certain families. The poorest 
of London households just able to pay their way, out of 
a normal weekly expenditure of 21s., spent on bread and 
flour 3s. id. Out of 23s. /\d. the labourer in provincial towns 
spent 3s. 3i.,and out of 415. the artisan in provincial towns 
spent 4s. on bread and flour. The average price of the 
quartern loaf in 1914 before the wnr was 5irf., so that in 
loaves the consumption per family was bjx, yjj, From 
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other figures in Dr. Bowley’s tables it appears that the 
artisan with 41s. per week spent 255. on food, of which only 
4s. was on bread and flour. His family used a little more 
than ^two loaves a week more than the poorest Londoners 
and nearly two loaves more than his fellow provincial 
labourers. 

The question iS' — Was- the artisan with the pre-war 
standard of 41s. a week prosperous ? In case of. need could 
he have reduced his bread ration ? Another question is 
equally pertinent — Supposing the quartern loaf had been 
doubled in price so that he would have had to spend 8s. 
instead of 4s. out of his 41s. to get his former allowance, 
would he have taken less bread ? The arls^\'er is probably 
not, and that if other foods, e.g., meat, had^risen in price 
equally he might even have taken more bread or flour. 

The war has just doubled the price of bread (to say 
nothing of the fall in quality) and has also raised other 
things. But the war bonus has raised money wages (espe- 
cially with the family as unit) and rents have been kept down 
by the law. Is it likel}" that the prosperous working class 
familj^ of the 41s. standard before the war will how reduce 
its consumption of bread on the invitation of the Food 
Controller ? And if the line of prosperity is to be drawn 
above, and much above, the artisan standard, then in the 
name of arithmetic how is it possible that the voluntary 
restraint of the prosperous classes shall suffice to give the 
poorer the full pre-war standard ? 

If we are not to be forced to a shameful peace by lack of 
bread, fhe masses of our people must be made to understand 
the danger. If a dozen families taken at I’andom from our 
people were submariiied actually and were put in boats 
with limited food, they would submit to the necessary 
reitioning with resignation. Not one would throw away 
the precious bread, and not one would steal from the common 
stock. Why should millions of families not conform to 
the sample to escape the German peril ? The only reason 
is that they do not really believe in the peril. And tliey 
never wdll believe in it if they are constantly told that tliere 
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is no need for alarm if only they will^bo a little careful. Why 
should they not be alarmed What is the use of gi^'ing 
the Jilarm if people will not take the alarm ? ^The sooner 
people a'e alamied and the more they are alarmed so^much 
thebettcM'. Taken in samples they are all decent people of 
good courage. If masses of decent people regularly 'Nvaste 
their daily bread (after regularly^ praying for it), or if they 
eat the share of other people, it is because they sin in igno- 
rance. They are gluttons without knowing it. 

The war has in many ways restored the m(.)ra,] health of 
tlie peoph. Some of the old x'irtues have r<%ained their 
lost power. The opposite sins and vices have been rooted 
up or cut down. Before the war some of these ill vceeds 
had been so cultivated and cultured that, they were regarded 
as prize flowers. Sloth, for example, a rank old mortal sin, 
in its most cultured forms was greatly admired by alFcIasses 
from the highest to the lowest. The war has restored the 
dignity of labour. To find some kind of war work is the 
highest ambition of the idle. The feeling is real. Ordinary 
men and women vdio cannot fight are ready to do anjdliing 
to help on the war. There are exceptions, just as there are 
people who are colour blind or '"no wise." The new cult 
of labour means so far the digging up of sloth. A real 
sluggard is now no longer a prize bloom, but a weed. 

But one of the greatest raid the rankest of the old mortal sins 
is still flourishing, and in many of its forms is still greativ 
honoured in the observance. Gluttony. The warning in my 
text seems specially aimed against gluttony. ‘ ' For, for a piece 
of bread that man will transgress." How far, then" would 
he go on the verong path for contimied good living ? In 
preaching against gluttony for the period of the war no 
respect must be paid to persons. We' are all of us miserable 
sinners in this matter, often Avithout knowing it. Tlie old 
definition of gluttony in the " Poor Man's Catechism " is 
“ an inordinate desire of meat or drink." According to 
the old masters of morality there Avere fiA^e chief kinds of 
gluttony. The curious reader will find them all described 
in Chaucer s " Parson/sTale " {sal v ve giili'). The first kind 
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is d.L'ur:kc‘nncss — but t|:3.ere are four others. Each of the 
five is represented as a finger on the^devihs hand. In the 
old treatment gluttony of meat (in the old sense of food) 
and gluttony of drink were alwa.ys classed together.' During 
the \^ar excess of drink has been restrained, but instead of 
the nation curbing its eating, what was saved in drink seems 
to have been wasted in food. What we have to realise is 
that just now excess of eating is as bad for the soul of the 
nation as excess of drinking. List to the old exhortation : 
'' Excess of meat and drink nourishes almost all diseases of 
the bodj^ as well as of the soul. Other acciclents may 
threaten but this destroys. For gluttony kills more than 
the plague or the sword.'' 

The words are directed to the individual, but the nation 
is made up of individuals. And the words are literally most 
truly applied to the nation in our present case. If we go 
on at our present rate of consumption we shall lose the war. 
That is the message of all our responsible statesmen, though 
unfortunately the habit of saying smooth things has become 
so engrained that the warning is'" lessened by the usual 
flatteries. There is no immediate danger — the real danger 
will come in two or three months. It will. 

The issues that depend on our food supplies are so vital 
that assurance ought to be made doiibty sure. The risks of 
failure are so terrible that excess of caution is what is needed. 

It is far better that the people of this country should 
realise the possible danger to the fuHest extent— far better 
that they should be alarmed — ^than that they should be 
made, comfortable by calling to mind all the possible alter- 
native chances. 

Even suppose that, after all it should turn out that the 
Food Controller has been rather too stringent, or that 
thousands or millions of people in these islands have eaten 
less than they might have done— that is to say, that they 
have lost so much happiness in pleasures of the table and 
even suffered some of the pains of hunger. Where is the 
real harm when the balance is struck ? Even if the war is 
to end before the autumn, the food difficulty will not be 
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over. Any store of any kind of food will be most precious 
^next winter. 

The case is really too clear for argument. It is not argu- 
ment that is needed, but moral courage on the part of every 
kind of teacher and speaker and writer to tell the people 
that under present conditions too much eating is a national 
danger. There are in the lafid fill sorts of organisations 
that might ^e used to tell the truth. Let the temperance 
people remember that excess in drink is only half the sin 
of gluttony^ and that just now the other half, the excess in 
feeding, is the more dangerous. Let the prordoters of the 
war savings tell the people Cud. the sa-ving that is now 
most needed is not the saving of money, but the saving 
of food. Let the teacLers in the schools make the children 
sec that every piece of bread they throw away is helping 
the Germans. There is not a social or religious i-ist'iution 
of any kind that may not find an occasion to repress gluttony. 
The great thing — the essential thing — ^is to pay no respect 
to persons. When it comes to the saving of food every 
mouth counts. If a few thousand zealots were to starve 
themselves to death, it would be of no a^■ail if the rest of the 
nation went on eating as usuid. 

The logical outcome of the argument is that the greatest 
of all organisations— namely, the State itself — should use 
the greatest of all arguments — ^namely, compulsion — to 
make effective this particular kind of insurance against the 
great national peril. Such is indeed the true conclusion. 
But in State action so far-reaching the consent of the 
governed is more than ever necessary for success. Regula- 
tions may be evaded — ^the army of food officials may be 
unfitted for so hard and unusual a task. Even Geirnan 
docility and German organisation have only partially 
succeeded. We are brought back always to the hearts and 
minds„ of the millions of living beings who make up the 
nation. If the people do not see the need for the restra.ints 
and the reasons of the restraints they will not submit to 
the daily discomfort. Everybody wants to do bis bit. 
Everybody can do a bit more by eating a bit less. 
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GLUTTONY IN WAR-TDlE 
[May 19, 1917) ^ 

II 

We have already adopted compulsion in regcu’d to the 
waste of food. The penalty for such waste is £zoo fine and 
(or) six months' imprisonment. Tlie penalt-ies may easily 
be raised. The difficulty is to enforce the penalties except 
with the intelligent consent of a willing people. Penalties 
of any kind are preventive, not in proportion to their 
severity but in proportion to their certaintj^ though this 
elementary political vvisdom 'is constantly forgotten. 

And yet the simple truth is that ff the edict against waste 
were strictly interpreted and carried out with certainty 
the difiiculty of compulsory rationing would be overcome. 
Anybody who eats more than a reasonable quantity of 
food wastes that food. What is reasonable is laid down 
from time to time by the Food Controller or by Royal 
Proclamation. Could an^vThing be more simple ? The law 
against gluttony, though occasioned by the defence of the 
realm, would be supported by all the authorities on health, 
morality, and religion. T-Tiore is only one obstacle. The 
people do not see the necessity. 

We are alway^s brought back to the need of public on ' : g; i'i o- l - 
ment on the facts. But in any^ staTement of facts we must 
be very careful not to encourage the Germans or discourage 
our own people. Under these very proper limitations we 
are told officially that if the people in the main accept the 
advice of the Food Controller, and if they are judicious in 
their consumption, we shall survive to the coming harvest 

^ See above„ Chap. XL. 
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without any real privation, and that by 1918 we shall be 
^elFsupporting. 

It is assumed in this statement that if we can only get 
over the difiicul! months to the coming harvest all serious 
danger will be past. Suppose, however, that the harvest 
is a good deal below the average through bad wecither. We 
cannot forecast the probable weather, but we are warned 
by the past not to be too confident. Here are some samples 
of British weather within the experience of many people 
now living. The samples are estimated by the yield of 
wheat per ^icre over the thirty years from 1S49 to ^^ 7 ^ 
a table drawn up by the late Sir J. Caird. The average for 
the period was 28 bushels per acre. If we take 'chis as 
represented by ^100, so^as to put the percentages in a con- 
venient form, we find that the yield in 1S49 was 123, or 
23 per cent, above the normal. But in 1852 the figure was 
79, and in the next year only 71. Again in 1870 the yield 
was 112, but the figures for 1875-76-77 were 78, 76, 74. 

The point is that we ought to allow for a good margin 
of safety in the matter of the weather. The potato failure 
of last season and the world shortage of cereals ought to 
be fresh in the minds of everyone. So far the winter and 
spring of the present year bear a dismal resemblance to 
1816, which is described as being the most inclement year 
since 1799, the harvest in consequence showing a lamentable 
deficiency in quantity and a miserable inferiority in quality. 
“ Indeed, all that had been saved of the crops was in so damp 
a condition as to be unfit for immediate use (Tooke's 
'' History of Prices,"' voi. ii., p. 14). 

When we speak of self-supporting independence in 1918 
it is well to realise what is really meant by independence in 
a country such as this. 

Reference may again be made to the period of our last 
great war, 1793-1815. Before the war the country was not 
only normally self-supporting, but was even an exporter 
of grain. For the greater part of the war period the seasons 
were very bad. In 1808, however, the harvest was good, 
and there was actually a balance of exports of grain from 
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the country. But the occiiiTeiice of this and one or two 
other good years only brings into stronger contrasty the 
effects of The bad seasons in general. Here is an example 
of qur ''independence '' in i8oi. In that year, fust before 
the harvest was secured, the price of wheat in London rose 
to i8os. per quarter, and for four weeks the quartern loaf 
was IS. io\d , — just about double of our present price. 

Perhaps it will be said that, in spite of th-" bad seasons, 
we fed our people and carried on the war for another fourteen 
years afte^- i8or. Give us now the same independence 
(it may be said), and we also can carry on. B-it again we 
have to remember that in i8oi the population of Great 
Britain was onty about io|- millions as against 40-|- millions 
by the Census of 1911. And we have to refnember also the 
metirods by which the people were fed in the last great war. 
\\ ages were so low that it was only by supplementing them 
by the poor rates that the population was kept alive. The 
heroic character of the endurance of our people in the last 
great struggle for European liberty can only be realised by 
considering the misery of the masses. There are, it is true, 
no full records of wages and of workmen’s budgets and of 
the rise in the cost of living such as are now furnished by 
the Labour Gazette of the Board of Trade. On the whole, 
however, it may be said that in the last great war the 
condition of labour fell far below its pre-war level, whilst 
up to the present in this war the general condition of labour 
has improved compared with our pre-war level. How, then, 
shall we bear the test of real privation if it comes as a thief 
in the night before the next harvest ? How shall we carry 
on in the winter if this expected harvest is deficient ? 

With regard to our overseas supplies, the reference to 
the previous great war period is not so encouraging as is 
generally supposed. In spite of our command of the sea 
our mercantile ma.rine suffered severely, as is shown in an 
interesting paper by Professor W, R. Scott in the current 
number of the Scottish Historical Review : " The losses from 
all causes between 1803 and 1814 w^ere veiy great. At least 
40 per cent, of the British tonnage of 1803 had disappeared 
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from the ?>iv;i.-h registry. ... It tv’as only the new con- 
struction that saved the situation.” 

^/nether we look to home production or to overseas 
supplies, 'the lesson from history warns us that unless we 
allow a good margin for safety we run the risk of putting an 
unbearable strain on our peopje. 

If the margin for safety is to be obtained by diminished 
consL!iriptioi>a very strong moral effort will be required all 
round. The effort must be all the stronger owing to the 
artificial prosperity caused by the lavish war expenditure 
up to the -present time. In every industry connected with 
the war the ruiiijg :ar-:i seems to have been that the pre-war 
standard of comfort ought to be raised. It has been raised. 
Wliether suchdan improvement was ^iquitable, desirable, 
or even necessary, is not now the question. The thing has 
been done. Numbers of families since the war began have 
consumed more than they ever did before. How can they 
be brought to consent to a reduction of one quarter below 
the pre-war standard in Their staple food ? 

The Tiijics has given prominence to what is entitled a 
strong labour manifesto. The essence of its strength is 
given in large lettering. It is a demand for a cheap loaf. 
The loaf is to be reduced to sixpence. Such is the outcome 
of all the bonuses to meet the rise in the cost of living. To 
get the benefit of the bonuses the cost of living must now 
be reduced to the pre-war level. To cheapen bread in tliis 
way is to lessen one of the few effective restraints on its 
consumption. It is also demanded in this manifesto that 
the cost of the loaf above the sixpence should be pro'^ided 
by the State as part of the expense of the war. As if the 
expenditure on. the war were not already large enough 
without giving outdoor relief to the whole population. 
And all the time these fresh demands are being made for 
State aid any tax that is supposed to fall on the working 
classes is resisted as inequitable. The cheapest seats in 
the picture-houses must not be taxed at all. We seem to 
be setting up as our. ideal the proverbial bread and circuses 
of the degenerate Romans. 
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Aiioln.er example k more disturlxijg, because it is ex- 
pressed, not in words, but in deeds. At the most critical 
stage of the war, when a maximum effort is needed, ^not 
only for guns and munitions, but to build and arhi the '\'ery 
ships that are to bring the grain for the sixpenny loaf, we 
read of labour mirest and strikes in the most vital industries. 
So serious is the condition opposed to be that the inciters 
to -unrest are warned that they are liable to penal servitude 
for life. If the penalty were far less severe and far quicker 
in coming we might have some hope. Experience suggests 
that the difficulty will be got over by a new bonus cither 
in money or in relaxed control. 

The outlook for a great moral effort is not flattering. Can 
the nation be awakened in time to meet the danger ? The 
time is very short and the flesh very weak. The ha.bit of 
being' crammed with ii:>: nssfi.il bread (or less distressful 
food) is hard to break. - 

There is, however, one encouraging feature in the case. 
The kind of moral effort that is reciuired is essentially 
economic. And people who are deaf to the appeals of 
religion or patriotism or duty will listen to a business 
proposition. 

The particular business idea that wc have to apply in 
this food crisis is the principle of insurance. Everybody is 
familiar with insurance against risks of all kinds. After the 
Zeppelins had visited the south-ePust of Scotland last year 
there was such a rush for anti-aircraft insurance that the 
offices were choked. Such was the effect of a very small 
practical demonstration. 

If before the next harvest tlie shortage of food becomes 
acute the" worst of the evil will not be semi-starvation. 
But vritlioul particularising other dangers — e.g., a German 
peace abroad and industrial war at home — it is enough to 
take the semi-starvation itself. The burden cannot be 
thrown entirely on the wealthy or the “prosperous’' 
classes. ■ They are too few, according to the popular inter- 
pretation of “prosperous.” The nation is made up of 
about ten million families. The rest of the ten millions will 
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sec to it that in time of real need nc^one family shall escape 
^if they know it. That is the kind of equality of sacrifice 
that everybody understands. ^ ^ 

How, then, is the prudent individual— the average sajnple 
of the masses — to guard against this danger ? How is he 
to secure his own family from the impending ^vant ? Money 
will not save him, for the food will not go to the highest 
bidder. If Ahe staple food is short, the substitutes ^^vill 
soon be short also. Hoarding will not save him, for already 
hoarding is prohibited, and the hoarder in time of real want 
is more likety to lose his life than to save it. 

The only method by which the individual can make 
himself and his family safe is by insurance. Everybody 
knows the principles * of insurance. We make a certain 
sacrifice in the present to guard against the chance of a 
greater calamity in the future. The amount of the pTesent 
sacrifice depends partly on the nearness of the danger. We 
are beginning our food insurance very late. The danger is 
pressing. We 'must pay higher premiums. The present 
premium is to lessen our eating of bread by one quarter 
and more or less diminish our consumption of other things. 
If we go on eating as usual for another month or two the 
premium will rise. The beleagured nation may have to 
go on half rations. 

Most insurances have to be done on a large scale. This 
particular insurance, if it is to succeed, must be done on 
a very large scale. Everyone who saves his own quarter 
of bread is interested in making others see the necessity. 

The only difference between this kind of insurance" and 
tlie kinds with which we are most familiar is that the food 
insurance must be made good by actual saving of the food 
and not by money payments. There is nothing so very 
strange about this requirement in time of war. Money 
payment, for example, does not exempt from military 
service. 

Have we become such slaves to money both iji deed and 
in thought that we cannot understand or undertake any 
business that is not put in terms of money — money gain 
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and money loss ? '' TEe ants are a people not strong, yet 

they prepare their meat in the summer.” What a piejpe ^ 
of work is a man ! how npble in reason ! how infinite in 
faculty ! in apprehension how like a god ! the beauty of 
the world ! the paragon of animals ! ” The words are 
familiar ; the moral is obviqp.s. 



THE INEQUITIES QF INFLATION 
{July II, 1917) 

Everybody now is familiar with the fact that since the 
beginnii-vg of the war prices on the average have been 
doubled. Some things have risen more and some less, 
according to the special circumstances affecting their 
particular d<^nand and supply, but the general average is 
about double. 

Although the rise is not uniform, it is practically universal. 
For a long time certain customary prices were maintained 
by the aid of a lessening in quantity or quality. Newspapers 
struggled on with smaUer sheets at the old penny and half- 
penny rates, and raiiv-ajAS and other vehicular conveniences 
kept to the old fares, with a gradual fall in comfort and 
regularity of supply. But in the course of the progress of 
the inflation at last these customary prices gave way before 
the general flood. 

The universality of the rise sho\vs that it is not due 
entirely or even mainly to scarcity. There is no scarcity 
of earthworms, but earthworms have risen in price. The 
other day I asked a man who was gathering this bait for 
sale if the price had gone up. I have long been in "'search 
of something that has not risen in price. He quoted the 
prices of the worms by the handful, and by the bucketful — 
the prices that he obtained himself for the gathering and 
the prices the dealers made on the first change of hands. 
The worms, it seems, were sent to distant markets, and, 
no doubt, by the time they got into the hands of the patterns 
of old patience, old Isaak Walton s scholars, they would be 
at least double the usual price. But my friend said that 
though he was told the gatherers w'ere getting fourpence in 
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the shilling more he had" not yet had such luck. In his case 
the customary/ pi'ice still prevailed. 

Let us ascend from the particular to the general. It has 
been proved over and over again that vvhchevc:' there is a 
general rise in prices — from whatever cause — the rise in 
incomes is very lineven. The conseqi:ence is that in the 
distribution of the national wealth — of victuals, drink, and 
clothing, and all the other luxuries and necessaries-- seme 
people get more and some less than their former share. The 
people with fixed salaries or customary wages have to pay 
the increased prices, and, in fact, be content with less, 
wliilst those who have a rapid turnover of capital with the 
rising prices make profits and fortunes impossible in oi'dinar\' 
times. ^ V 

A period of inflation, in short, is most favourable to 
spcciilStion and profiteering, and most unfavourable to 
the forms of ernploynient under the indue -.K.e of customar\' 
payments, and for which there is no special demand. 

Let us again descend from the general to the particular. 
I was talking lately vith one of the youngest captains in 
the army on his way to receive a decoration from the King. 
The conversation happened to turn on a certain demand 
for a war bonus of 7s. 6 d, a week. “ That,'' said the captain 
reflectively, is more than all the pa}^ the Tommy gets, 
and he has to send half to his famity." 

Wli5ushould the non-combatant parts of the war services, 
the providers of the materials and munitions, receive double 
or treble or, in some cases, ten times as much as the soldiers 
who iLsk life and limb ? The contrast between the men who 
do the actual fighting and undergo the strain of preparation 
and the men whose incapacity gives them exemption from 
war work and better pay for civil employment, is still more 
astonishing. 

Such inequities in the rewards of labour are due to two 
causes both closely connected. One is the shortage of labour, 
tiie other the inflation of money. 

The labour market is depleted b}^ the calls to military 
service. The shortage of labour forces up wages. Into this 
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depleted labour market steps tte Government, with un- 
limited supplies of money, and bids for every kind of labour 
that can be directly or indirectjy employed in the subsidiary 
operatfons of* warfare. If the Government had to get the 
money by taxation some check would be imposed, but with 
unlimited power of borrowii^ there is nb real check. The 
inflation of money forces up wages still more. 

As the increased money wages are spent, prices go up. 
But some kinds of incomes do not rise at all. The pay of 
the soldiers and their dependants is not iiipreased. The 
professic^nal classes who are paid by salaries or by customary 
fees, annuitants living on the hard-earned savings of famil}/ 
insurances, the pensioners of the State, whether retired 
officials or cfld- age workers — all thesT: classes receive only 
the same number of pounds, but every pound has only half 
the purchasing power. Their position is even worse, '^because 
they have to bear their share of the national taxation. When 
the family trust funds have to be realised, it is found that 
half the capital has dis^^ppeared, mainly through the extrava- 
gant rates paid for fresh Governmental borrowing. 

It may, of course, be argued that all those who cannot 
find war work, and war bonuses, are, from the military point 
of view, useless mouths, and that in time of war it is only 
right that more of the nation’s wealth should go to the real 
war- workers and less to the non- workers. The worst of it 
is that the war bonuses are not given in proportion to war 
merit — the bonuses increase with the distance from the 
front, and the allowances to meet the rise in the cost of 
living arc not proportioned to needs but to wnges.^"^ 

The inequities arising from the uses of capital are even 
more ghiring — witness Mr. Bonar Lav/ and the tramp 
steamers. A large part is commandeered or put under State 
control, and the more necessary for the war so much more 
strict is the control. But the capital not under control 
through the shortness of supply has exceptional oppor- 
tunity, And apart from such special chances of gain in a 
period of inflation, with prices rising rapidly at unknown 
rates, profits in general tend to rise. The elements of cost 

r 
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also increase, it is true, i)ut not so fast as the final prices 
charged to the consumer. 

Take, for ^example, the case of meat. The Governmerrt ^ 
takes nearly the whole of the overseas supplies, and pays 
reasonable prices in the country of origin and reasonable 
freights, with the- result that the meat costs about yd. a 
pound. But though om\ hOme supplies were never so 
abundant, prices are forced up to unreasonable hcightSo 
Were it not for the general infirdion in which alf the custo- 
mary landmarks and guide-posts have been submerged, 
prices could ftot have risen to such an extent. 

We are always brought back to the root evil of mflation. 
The real meaning of all old monetary contracts and customs 
is upset. With the dxange in the rngney measure people 
feel as much lost as if the yard and the pint and all the other 
familial® measures had shrunk in unequal proportions for 
different uses. With the new meanings of money some 
people gain and others lose. In a general monetary dis- 
turbance of this kind there cannot be gains without losses 
any more than in betting. Some ciasses — wage-earners as 
well as profiteers — get large unearned increments, and others 
suffer large unearned decrements. The whole distribution 
of national wealth is less equitable than under normal peace 
conditions. Over-payment and under-payment in pro- 
portion to the services rendered are both causes of industrial 
unrest. 

The real position may be made clear by putting it in 
terms of taxation. Suppose that on the outbreak of war 
the G'^Ternment had imposed taxes on all kinds of things, 
increasing in amount from month to month until the taxes 
had reached- the old value, of the things themselves. 

Let us suppose, in short, that the doubling in price of all 
things was due to taxation — that bread and meat and 
clothes and everything else had been taxed up to, the full 
extent of its former value. Can we conceive of any system 
of taxation that could be more inequitable ? Do we not 
remember that in the piping times of peace any taxation 
whatever of necessmies was" supposed to be altogether ' 
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wrong on account of the glaring inequality of sacrifice 
involved ? 

•But prices have in fact risen just as effectively as if all 
things kad been taxed, and it follows that unless in every 
case a corresponding rise in money incomes has taken place, 
just the same inequalities of sacrifice must appear as in 
taxation. ^ 

According to the old economic teaching, the principal 
evils of inflation are suimnarlsecl in the statement that it is 
a most inequitaJoIe kind of indirect taxation. 

It may Avell be that the whole of the generaf rise in prices 
cannot be ascribed .simply to the inflation of the currency. 
But the inequity is none the less if, as iisucJhc happens, the 
inflation is associated with speculation, monopoly, and 
profiteering. People may bear with resignation the scarcity 
that is due to natural causes or the hazards of war or the 
act of God. It may even be admitted that high prices 
caused by scarcity are indirectly beneficial by checking 
consumption. But if certain classes, with cvexy rise in 
prices get a new war bonus, vdiiist others get nothing, where 
is the justice ? 

A doubling of prices by means of taxation would be 
aggnivated in its inequity if remissions V’Cre greaited to the 
most prosperous classes, and actual bounties were given to 
the favoured few. We hear in these days a great deal of 
equality of sacrifice. When the principle was first applied 
in i^ractice it was directed against the exemptions of special 
privileged classes — aristocrats, clergy, and others. The 
most glaring and odious form of inequality of taxsMon is 
found when the richer classes are exempted, and in conse- 
quence the poorer classes have their own burdens increased. 

The reasoning is not altered if different examples are 
taken. There are aristocrats and aristocrats. If the pros-, 
perous classes ai’e to receive bonuses in proportion to their 
prosperity to meet the rise in prices, and the poorer classes 
in proportion to their weakness are to get little or nothing, 
then the aristocracy of labour benefits at the expense of the 
lower classes. The pursuit di equality of opportunity by 
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the lower classes is hopeless when the aristocracy of labour 
are alwaj^s getting new bonuses in advance. 

Inequalities of sacrifice in war-time are bound to increai^e 
if the people in power — whether the power is official or 
economic — cleave to the notion that the pre-war standard 
of comfort both Tor labour and for capital ought to be 
maintained. The thing is^ ahsurd. If a large part of the 
national productive powers are turned into IliO 
of the wastes of war — ^for which there is no return, but 
honour and sorrow and other spiritual goods — ^liow can 
there be the amount of the material things that make 
up the standard comforts of peace ? There is no escape 
from the simple fact that if some classes are to retain tlxc 
pre-war sta,ndard, other classes must fall a goed deal below. 

The fundamental moral position is that everybody ought 
to expert, on the whole, to be in a less favourable position 
than in time of peace. War on the greatest scale is only 
possible with corresponding sacrifice. No man ought to 
make a private gain out of the necessities of his country. 
Not that the maxim is to be made uiiv/orI:able by being 
made altogether unreasonable. Exceptional services in 
war-time, whether of labour or of capital, ought to receive 
exceptional rewards. But these exceptional rewards should 
be given for effective contributions to the war and not for 
accidental advantages of position. 

The immoralitj^ of inequitable distribution is not the 
worst evil of the inflation of prices. The worst result is 
that the monetary infiation is accompanied by a kind of 
moral...-.mflation. The moral fibre of the nation becomes 
loose and flabby. Material needs are ovcr-cmphasisecl. The 
land is flowing with money’ and why should it not also flow 
with milk and honey, and beer, and all the otli.cr tilings that 
money stands for ? 

If the things are too dear, Vvhy not give the people more 
money to meet the rise in prices ? If it is too diasgreeable 
to raise money by taxation, why not borrow it ? And whilst 
our fighting men go from glory to glory, or from martyrdom 
to martyrdom, our people at home go from inflation to 
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inflation, and from bonus to bonus, and think that exemption 
from active service means exemption from active sacrifice. 

'Whenever by a great effort o'f all the preachers the nation 
has begun to realise that the warmieans sacrifice-— elementary 
sacrifice of common stomachic comforts — ^when the people 
have begun to think that they, as well, as the Germans, 
are in a beleagured city, somebody in authority comes out 
on the battlements and sings rvith magnificent voice and 
spirit a variant on “ Comfort ye, comfort ye my people.” 
And then the people are comforted by being told that the 
Exchequer will cheapen the loaf — as if the Errshequer were 
a great store instead of a great drain. If the loaf is to be 
cheapened by the Exchequer taking over part of the cost, 
where is the jnoney to come from ? ,The popular answer 
is to put it down to the war account. The war has made 
the loaf dear, why, then, should the war not pay for making 
it cheap ? What is the real use of a war if it cannot raise 
the standard of comfort ? 



CHAPTER XLIII 
PRICES AFTER THE WAR 
{July 25, 1917) 

It was started in the recent debate on the excess profits’ 
duty that, in the opinion of many good judges,"* the level 
of prices would rise rather than fall at the end of the war 
and for some time after. Not so long ago we were told 
that the same good judges held the contrary opinion and 
were e:^pccting a general slump. 

In the course of the war there has been too much of 
this simple appeal to authority (varying) and far too little 
insistence on the principles by which before the war we 
attained and maintained our financial supremacy. 

It is the purpose of the present argument to show that 
general prices after the war may be expected to fall, and 
that if they do not fall but are artificially maintained it will 
be a serious national misfortune. 

Such appeared to be the thought underlying the grave 
pronouncement of the Chancellor of the Exchequer on the 
difficulties of the coming peace. He spoke of the false 
prosperity engendered by excessive borrowing. Not for the 
first time Mr, Bonar Law has refused to follovr the authorities 
of the City. He refused to allow the rate of interest on 
British Governmental loans to go on rising, and his substitu- 
tion of a threat of compulsion for the promise of a bonus 
was like a breath of the north-east wind in the sweltering 
heat of London. 

The continued rise in the rate of interest on British Loans 
was, however, a minor evil in comparison with the con- 
tinued rise in prices. In spite of abounding patriotism and 
determination to win the war we have been constanthc cn 
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the eve of most serious labour troubles. Aiid the root cause 
has been the suspicion that with the rise in prices the 
workers lose more as consumers than they gayi in money 
wages, r r ’ * 

To suppose that with the coming of peace there is bo be 
a further rise in pric-.-s instead of a fall is,-,a drearj^ outlook 
for the masses of the nation. ^ If The rise is inevitable it is 
high time that remedies or alleviations should be prepared. 

First of all, what is the probable forecast for peace prices 
as compared with war prices when we search for reasons and 
not for authorities ? 

The natural waj" to answer the cfuestion is to consider the 
causes of the rise during the war and the probable effect on 
these causes oi the coming of peace. 

Experience has already disproved the reality or the 
importance of some of the causes assigned for the wise in 
prices during the earlier stages of the war. There was, for 
example, the rise "in freights. It is now quite clear that, 
taking a broad survey, it was the rising prices which caused 
the rise in freights, aTnd not the converse. It is true 
that the owners of the ships that were not commandeered 
or controlled made huge profits, but the effect on the 
final prices of commodities in general W'as not propor- 
tionate. Everybody now knows that of the rise in the 
prices of bread and meat and other necessaries only a small 
part can be assigned to freights. 

A more potent cause commonh^ assigned for the rise in 
prices was the actual and increasing shortage of tonnage. 
Even if there were no rise in freights at all, a real shortage 
of supply caused by a shortage of tonnage would so far raise 
prices. But for the first twm years of the war, so far as this 
country was concerned, the rise in prices could not be mainb/ 
ascribed to lessened imports through shortage of tonnage. 
The truth rather is that high prices have an artificial stimulus 
to imports and not deficiency of imports a stimulus to 
prices. 

Turing, the last 3"ear the bad world harvests and the 
obstructions to overseas cominerce have no doubt caused 
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real shortage in food -supplies and in raw materials. But 
there is no reason to expect a bad woirlc! harvest with the^ 
advent of peace. The probability is that, as was normally 
the case Before the war, bad weather in one area will be 
compensated by good weather elsewhere. It is certain also 
that with the cessation of ^war the obstructions to world 
commerce must rapidly decline, and also that the shipping 
available for commerce must rapidly increases 

Another point is often overlooked as regards shortage 
of supplies of foods and raw materials — namely, the great 
advances made in recent years in the practical sciences 
bearing on agriculture and the extractive industries generally. 
Already w’’e have the happy expectation of a glut of potatoes 
in spite of the war, ^ Many years agoit was iliy privilege on 
a railway journey of about two hours to overhear the con- 
versarion of a carriage full of potato merchants or growers 
interested in a great potato market. 4II the way and all 
the time they talked of potatoes and nothing but potatoes — * 
the kinds, the soils, the selection, tl^ie times and the seasons, 
and much else. Evidently at that time the book of wisdom 
on potatoes was a very large book, and since that time no 
doubt the science of potato-growing has been advanced. 
And this application of scientific knowledge is one of the 
reasons why the famine of last year bids fair to be replaced 
by a glut. 

What is true of potatoes is true of all kinds of raw 
produce. During recent years there has been a very great 
advancement in the practical sciences bcciring on all the fruits 
of tile" earth. Farmers and other growers have only partially 
and imperfecth' adopted these scientific methods — that is 
to say, when we survey the world around and do not look 
only to the Lothians. In the United States, for example, 
vast sums have been spent on agricultural experiments of 
all kinds, and the commercial value has been demonstrated, 
but the practice has lagged far behind the precept. A great 
stimulus v\ull be given by the coming demand of peace to 
the adoption of scientific iixiprovements. 

Before the war there was every prospect that in the near 
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future, taking a world view, the dismal law of diminishing 
return would be counteracted,^^ and that a given amount 
of capital and labour would get more instead of less from 
the earth and the^ seas. The practical conclusion of^ the 
argument was that the prices of raw products were likely 
to fall relatively to the manufactured products. Once more 
the old belief was to be rc-:\-ived"that in the production from 
the land natiire labours with man and not against man if 
only man has the wit to guide nature aright. In the first 
six months of 1914 prices were falling. 

With regard to manufactures in the widest sense as 
contrasted with raw products, taking a broad surve}^ there 
has been little destruction of the world’s machinery, and 
it is well knowru that before the war any slight rise in price 
was sufficient to over-stimiulate supply. In manufactures 
there was always supposed to be a law^' of increasing return 
at work. 

Of course, in the determination of any particular prices 
we must always look not merely to supply but to demand, 
and the organisation .b}^ which the demand is met. To 
judge by the historical past, the advent of peace may usher 
in a wave of speculation — but the war has taught us that 
speculation ought not to go unbridled. If in this country 
in the coming peace we were to take away all restraints on 
profiteering, and at the same time to drop the excess profits' 
duty as only being levied for the period of the war, we should 
deserve a social outburst on the Russian model. 

After all, however, the rise in prices during the war cannot 
be ascribed mainly to profiteering any more than to restr^aints 
on imports or to high freights. These causes may have had 
their share in the rise, but with the peace they will be rapidh’ 
neutralised. The root cause of the rise in prices, as is now 
gencrall}^ admitted, has been the enormous public expen- 
diture of borrowed money. For the most part this borrowed 
money has been manufactured out of inflated credit based 
on inflated legal tenders. The gradual progress of this 
inflation has been traced in these papers from the beginning 
of the war. 
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The general argument on the cha,racteristic evils of 
inflation is confirmed by the Report of the Commission of, 
Inquiry on Industrial Unrest, just published. The Com- 
missi oners' are unanimous in regarding asfhe'most ihiportant 
of all the causes of industrial unrest the fact that the cost 
of living has increased disproportionately to the rise in 
wages, and that the distribution of the food supplies is 
unequal. Not only is this the leading cause m itself, but, 
according to the report, its existence in the minds of the 
workers colours many subsidiary causes, and the feeling 
exists that sections of the coramunity are profiting by the 
increased prices. 

In response to this report the Government propose to 
lower the price of the loaf by throwing parri of the cost on 
the Exchequer. The remedy is only partial. It affects the 
loaf ahd not the other elements in the cost of living. It is 
also only a temporary allcviant, liable in the end to aggravate 
the disease. It means spending more borrowed monejq and 
again the mischief circulates. 

With the end of the war there ought to be a severe check 
on borrowing and a severe check on any further inflation. 
The inflation that has occurred may or may not have been 
necessary for the conduct of the war. Before the next great 
war perhaps the question will be decided and the moral 
drawn. In the meantime it ought to be recognised that 
inflation in the coming peace Vvoiild be a great evil. It 
will not be possible for peace to be signed one day and 
the public expenditure to be drawn within the limits 
of ordinary revenue the next, but under firm guidance 
the borrowing and the consequent inflation ought to be 
reduced soon as possible with the narrowest limits 
practicable. 

After the war our runaway financial machine has two 
very bad corners to turn. The first is the national discon- 
tent — ^not to say disgust — with the rise in prices. During 
the war this discontent has been kept from violent outburst 
partly by patriotism and partly by war bonuses. \¥ith the 
end of the war the war fever of patriotism will be abated. 
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And after the war, according to tl^e agreement, the war 
bbnuses are to come* to an end. That is the meaning 
of ^ war bonus — it is for the duration of the ,\var only. 
Will an}»one mairhain that the war bonus is to be 
succeeded by a peace bonus, and that wages are to go on 
rising for ever ? The only alternative is to check the rise 
in prices. ^ , 

We have a Vv'ariiing next door. The Russian revolution 
was not due in the main cither to love of the Crcrmans or 
to hatred of the Tsar, but to the intolerable economic con- 
ditions induced by the high prices and conseqtient abuses. 
A Russian writer on the war, vdao, like most other people, 
never dreamed of a revolution, deplored the grasping, sordid 
greed of the miercantile classes, who sometiiiies made 
enormous fortunes in a few days out of the inflated prices. 
The peasants at last began to refuse the paper money. ^They 
reverted to a state of barter. Long before we could reach 
that stage in this country the popular discontent w’ould be 
uncontrollable. That is the first awkward corner — the 
danger, if not of a social revolution, at any rate of a succes- 
sion of labour troubles that would cripple our productive 
powers. 

The danger of the second awkward corner is not so glaring, 
and is not so much feared, but it is equally real. During 
the war we have been importing millions of pounds' worth 
of goods more than we could pay for by our exports. We 
have paid by borrowing abroad and by selling or pledging 
our securities, the real savings of former ^•’’ears. In war-time 
such expedients may be a.pproved. The only mattt^r for 
regret is that we have used part of these impoi'ts, paid for 
by war credits, not only for the conduct of the w'ar, but for 
all kinds of extravagance. 

We cannot go on borrowing and selling our securities in 
peace-time to pay for excessive imports. Such a drain must 
inevitably lead to a monetary crisis and a long period of 
restricted confidence. A chronic breakdown of credit would 
be almost as disastrous to national wealth as a chronic 
outbreak of strikes. 
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In any case the transition from war to peace will not be 
easy. But it will be much more diflicu'it if we try to counter- 
act the natural fall in prices on the cessation of the war 
by the continuance of the* lavish expenditure, of -borrowed 
money. 



CHAPTER XLIV 
BOLSHEVISM 
{May 4, I915) 

Prefatory Note 

[Under the Bolshevist command of the mean^^f communi- 
cation it is'difficiilt^to get authentic news from Russia. It 
seems certain, however, that since this paper was VTitten 
the dissolution jof Bolshevism under economic pressiirc has 
gone on even more rapidly than was anticipated. On the 
other hand, it is disappointing to find that in this co\i.ntry 
the basic Bolshevist ideas still find favour amongst certain 
classes with Socialist leanings. It ought to be obvious that 
in the United Kingdom, which depends so greatly on foreign 
trade and stability of credit, Bolshevism would be a greater 
disaster even than in Russia. Seeing that warning of- 
disaster is not always sufficient to check social revolution it 
is matter for regret that so little attention is paid to the 
predisposing causes. The reaction after the war from the 
false prosperity of Governmental extra,vagance and inflated 
credit is awaited by the leaders of finance apparently with 
the unconcern of old Greek gods. Bolshevism has been 
already condemned by all the other Russian Socialists in 
their appeal to the Socialists of Europe (Stockholm miini- 
festo, Times, July 31, 1918). The condemnation, however, 
is mainly political, not economic, as shown in the .following 
question : Are wc right when we declare that Bolshevism 
has done nothing to apply Socialist principles and has 
only succeeded in destroying industry and bringing about 
universal unemployment and starvation ? '' Economically 
its application of Socialist principles was most thorough,'’ 
and the result was as stated.] 


BOLSHEVISM 


* 

o 

Bolshevism is an ec<momic ideal, or rather disease, that 
to be understood must be submitted fo economic tests. 

The first* business of political economy considered as a 
practical science is to show how the pe^c-pFe of aliy State 
may* provide themselves with a plentiful flow of wealth 
or of the neccs??aries and comforts of life. Thus spake 
Adam Smith. The great v>4eakness of revohitionaiy Socialism 
is tljat the slresr- is always laid on the division of present 
"vealth instead of*providing for the continued flow. Once 
the things are there,” as Mill said, “ mankind individually 
or collectivcl^caii do with them as they^ How the 

pleasure of mamkind is to be ascertained or enforced is a 
pretty difficult question, as the course of the Revolution 
in Russia has shown. ^ But there is a deeper and more dilTicult 
question to be answered if any economic revolution is to 
succeed. The things that are to be divided must be there 
not only once, but they must keep on gciliiig there all the 
time. It is easy enough to divide up any stock of wealth — 
the difficulty in revolutions is to repew the stock from day 
to day and year to year. 

History shows indeed that nations have provided them- 
selves, with a plentiful flow of wealth under economic systems 
very different from our own. Truth is stranger than fiction 
even in economics— witness Peru before the discovery of 
America brought the miseries of European dominion. If, 
liowever, economic histoiy reveals great diversities in the 
provision of the plentiful flow of wealth, it shows also that 
certain great principles must be observed or else the nation 
or tribe will lapse into misery. 

How does Bolshevism stand the test of an appeal to these 
great principles ? The first requisite of- national existence 
—putting aside well-being — is security?. And security itself 
is of many? kinds. The most elementary security of all is 
protection against external enemies. 

In the middle of a war against a great robber State, tlie 
Bolshevists divided up the Russian armies into sections 
under the control of self-elected Committees. If discipline 
is the life of every army, these Bolshevist Committees were 
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suicide clubs. Trotsky and Lenin actually put their trust 
an rhetorical appeals to the German rank and file to mutiny. 

They were seriously aimoj^cd during the peace negotiations ^ 
because the German High Command would not giVe facilities 
for their mutinous propaganda. “ See,” they said, “ we 
have conscripted the wealthy of the capitalists and the 
boui'geoisie and taken the lands -of the aristocrats. It is 
quite simple-. Let us show your soldiers the new wa}^,” 

Every one knows the result. Russia Under Bolshevis:n 
has no security whatever against foreign attack. A state- 
ment has heen going the rounds of the papcrsTnowing what 
the peace, or rathfer the ^abject surrender, has already cost ^ 
Russia ; a third of her population, a third of her railways, 
three-quarters’ of her- iron production 'and 89 per cent, of 
her coal. Such was the ransom paid to German^!’, and such 
is the kind of security offered by Bolshevism against foreign 
enemies. Next ip, importance may be placed securit37 for 
person and property within the State itself. One of the 
first acts of the Bolshevists was to close the Law Courts 
and put an end to the orderly administration of justice. It „ 
is old economic learning verified over and over again in 
history that even more important than the security afforded 
by the State against the wrong-doing of its subjects one 
to another is security against the exercise of arbitrary power 
by the officials of the State itself. 

History shows, indeed, that a people may thrive in spite 
of a certain amount of internal disorder— witness the con- 
stant feuds of the great houses of medkeval Florence, but 
no nation can withstand the continuous violation' of life 
and property by uncontrolled officials — witness Turkey-in- 
Asia. The effect .of the insecurity due to Bolshevism is 
seen in the simplest case of all — namely, the cultivation of 
the land itself. It is stated on the authority of a Times 
correspondent long resident in Russia that the peasants 
will not sow more land than is necessary for their own needs. 

They do not know how much of any surplus will be com- 
mandeered. The peasants fqrm about 90 per cent, of the 
population of Russia. They were offered by the Bolshevist 
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leaders the greatest aijd most irresistible of all bribes — 
a division of all the lands held by th® nobles, the Church, ^ 
and the bo-'^rgeoisie gcnerall\^ The peasant soldiers, disci- 
pline haying disappeared, proniptly deserted to get their 
share* It was the coming of the kingdom in a form they 
could all undersl^and. But no provision had been made 
for the orderly distribution o? the confiscated lands. There 
wasjiothing but '' the good old imle, the simple plan,'' and 
the Russian peasantry are now straggling with one another 
by districts and x illagcs and families and units for the new 
land. In th(?®?ncantimc the confiscated lands, which alone 
had been worked with some of the knowledge and capital 
of modern agriculture, are going derelict. Russia, the 
great food producer, »is threatened with famine. If Tsarism 
failed in the distribiiition of wealth, Bolshevism has made 
an evem greater failure in its production. 

Production cannot be carried on without trade. The 
greatest of all trades, as Adam Smith showed, is the trade 
between the countiy and the towns. Trade cannot be 
carried on without money of some kind. The first and 
simplest lesson in any book on money is to show the help- 
lessness of barter. Before the Revolution Russia had been 
cursed by the over-issue of paper money. One of the chief 
causes of the Revolution itself was the discontent due to 
tlie depreciated paper. Already the peasants had begun 
to resort to barter through dislike of the paper money, 
\\4iich gave less and. less command over the good things of 
the towns. Plow did the Bolshevists try to remed}^ this 
evil ? How did they try to restore the stability of the 
jnonetaiy system Vvitliout which trade is impossible and 
production's thrown back into the crude methods of 
barbarism ? 

Under the Bolshevists the flow of paper money has become 
a torrent, and Russia bids fair to repeat the notorious lesson 
of the of Revolutionary France. 

To complete the confusion the Bolshevists '' nationalised " 
the banks. The process was^ very simple. Tlic owners of 
deposits above a reasonable (Bolshevist) amount were 
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'' considered as dead — to adopt the phrase of an English 
.Bolshevist — and ''death dudes'' absoi'bed the whole of 
the surplus. In this case the^ evils of the destruction of 
internal 'credit ’became so manifest tliat, " for high reasons 
of State,” the banks were again "denationalised.” But 
the mischief had been done^ Internal "'credit had been 
shattered, iiccorciing to the repoi'ts of the British refugees 
wlio fled from Southern Russia by way c\ Shx -h- and Tokio, 
every district has its own paper monej' , which is not accepted 
beyond its own borders. It is pleasing to hear that the 
liberated Qerman prisoiici's in Siberia have received rnonej/ 
for their return journey in large -notes which they cannot 
change. It is less pleasing, though no less instructive, to 
hear that in the Ukfaiiie the Germans have already pro- 
hibited the use of Russian money and introduced their own 
forced currency. 

Not content with the blind destruction of the monetary 
system necessary for the trade between the country and 
the towns, the Bolshevists proceeded to destroy the foreign 
credit of Russia, and with it the foreign trade. The present 
state of British trade with Russia is shown b}' the fact 
that even postal communication has altogether ceased. 
Foreign capitah invested in Russia, needless to say, has 
been confiscated — is not Bolshevism a war on capital? — - 
and the materials, factories, machinery, etc., have been 
placed under the control of workmen’s committees, whose 
one idea is to raise wages and lower work. Our war bonuses 
to labour maj^ be looked on as health}/ mushrooms compared 
with the giant toad-stools of Russia. 

The foreign public debt of Russia was repudiated. It 
was not a case. of temporary suspension of interest under 
financial stress, but an absolute repudiation of the principal 
on the ground that the debt had been incurred by the Tsar. 
The foreign trade of Russia is now reduced, to accepting 
what Germany is inclined to give for what German}/ chooses 
to take. We may be sure that Germany will take sufficient 
guarantees for the investment of any capital necessary ’ f cr 
the exploitation of Russia. Nothing but a crushing defeat 


BOLSHEVISM 47/ 

of Germany by tlie ^yiies, whom the Bolshevists* have 
betrayed, can save Rr.ssia from becoming enslaved to ^ 
German caj^talism. ® ® 

In the light of economic Ristorj^ Rclshevdi^m jeft®to itself 
is a Reversion to barbarism. The kind of barbarism which 
the Bolshevists wished to restore is a form of the old village 
communit}'. Under modejn tonditions this system has two 
great inconveniences. It means the abandorynent of all 
the higher forms* of industrial production. It means abo 
the abandonment of national defence. Under modern con- 
ditions the af^of war involves the highest development of 
industrial methods. 

The kind of barbarism which the Bolshevists will be forced 
to accept is German slavery. The process* has already begun. 
Every day we read in the pa-pers of some fresh humble 
petitioii by the Bolshevist leaders to their German masters. 
One of the latest complaints is that the Germans are deporting 
the people of the occupied Russian provinces in organised 
droves into the Russia that is nominally under Bolshevist 
rule. German cynicism w-ill tell the Bolshevists, if it troubles 
to answ^er at all, to settle the newcomers on the confiscated 
lands. The misery of the deported people must be as great 
as that of the Serbians and Belgians under German rule. 

The moral picture of Bolshevism in the light of common- 
sense morality is even more tragic than the economic. At 
the beginning of the war the Russian people of all the Allies 
showed the greatest moral courage and enthusiasm. The 
people, how^ever, were ruined by the Germanised Court. 
The Revolution, that clcstiwed Tsarism and German corrup- 
tion, w^as carried out by classes and leaders who, but for the 
Bolshevist extremists, w-ould have made Russia in military 
and economic and moral power stronger than ever. Bol- 
shevism did not make the Revolution under which '' a 
glorious people vibrated again.'' Bolshevism destroj^ed the 
Revolution, and when Russia might have saved the world 
the Bolshevists poisoned her so that she could not save 
herself. 

The Bolshevist betrayal is the greatest crime in history. 
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What comfort is it to the Armenians who had fled to Russia 
^for protection to kiTow that the Bolshevists are sending 
telegrams to the Germans to ask them to ask the Turks to 
stop the*" massacre^ ? 

It is reported that at last the BoiSiU;\'ists have come to 
understand the nc-r-d of a disc^iplincd ^unTy as the basis of 
the security of national existence. The urfiCv rs who have 
not been murdered have been invited (or ordered) to C3;eate 
a Red '' army under the most severe* discipline ! The 
French military mission has also been invited to take part 
in the military reorganisation of the Bolshevist '' bands '' — 
for such, alas ! is the cprrect German description of the 
fragments of the great Russian armjv Was ever a reciuest 
so shameless when Bo]she\^ist betrayahhas put France, and 
with France the world, in peril of German militarism ? 

All that was worst in the Russian peasant has bee *i gi\^?n 
free play, and what was best has been trampled on. The 
peasants have been permitted, by the laxity of government, 
to make their own vodk^, the root of all evil in Russia, and 
they have been exhorted to forget and despise the religion 
which was the root of their idealism. In holy Russia, before 
the advent of Bolshevism, on the coming of Easter, every one 
saluted his neighbour by saying, '' Christ is riseii,'' and the 
neighbour replied, He is. risen indeed.'’ In this last black 
Easter can we suppose that the emancipated peasants, in 
honour of their Church being disendo^ved and disembowelled, 
went about with the greetings, Trotslcy is risen ; Lenin is 
risen ; both have risen indeed ? 

Bolshevism is a terrible disease. After it has reached a 
certain pitch, as in Russia, the only remedy seems to be to 
let it run its course and wait for the natural reaction. But 
will German}^ w^ait ? 

Whatever be the outcome in Russia, it is high time for 
the other nations to guard against the Bolshevist scourge. 
At the beginning of the great battles in France the Prime 
Minister took occasion to warn labour of the dangers of 
sectionalism. War cannot be, carried on under workmen’s 
committees. That much even the Russian Bolshevists now 
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admit. It is not labouj only that needs the warning. With 
every lull in the war there has been seme revival of political 
sectionalism. Even at the most critical stage of the prej^tmt 
decisive battles Irish sectionalism has made its worst 
breakaway. 

Nor is sectionalism the only danger of Bols’lievisni. Sec- 
tionalism may be held in, check by the German peril. But 
aft^r the war Bolshevism will again make its hiternational 
appeal against capitalism. The revelations of the Auditor- 
General on the Mlunitions Accounts are only a beginning of 
a greater naSonal audit on war expenditure. Capital is 
no doubt as necessary to production as are land and labour. 
But if the gains of capital are unconscionable, the natural 
outcome is Bolshevism. - , o 



CHAPTER XLV 


ANOTHER YEAR t)F. INFLATION 
iMy 3 . 1918) 

Prefatory Note * 

[Since this paper was written I iiave obtained through 
the courtesy of the- Depufj-SIaster and Comptroller of the 
Royal Mint tEe figures for the net issues of bronze and 
silver up *to the end of June, 1918, in quarterly returns. 
(See Appendix B to this chapter.) The table on p. 108 is 
thus brought up to-date. In Appendix B reference is made 
to the position of gold and silver as commodities.] 


In a paper ^ read before the Statistical Society, June, 1917, 
on '' The Statistical Aspects of Inflation,'' the principal 
evidences were brought under review of the relations between 
currency, credit, and prices from the beginning of the war. 
The general result was that there had been an abnormal 
growth in the various f onus of currency and credit, associated 
with an abnormal rise in the prices of tlie groups of commo- 
dities used as the basis of index numbers and associated also 
with an abnormal rise in profits and wages. 

After another year of war it may be interesting to give a 
general survey of the changes that have occurred in the 
financial picture. Within the limits of the present paper 
only a few" representative figures can be given, but they will 
suffice. 

The year has been a year of financial records — mostly bad. 
There are, however, signs of improvement. 

* See above, Part I., Chap. V. 
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Xc:^\v records have bem raade in the cutstandhig anioiiULS 
of currency notes, bank notes, and baiik deposits. By die 
latest return (June 26, ugiSj’the currency notes have ma'de 
a new record by passing the £2^2,000,000. At tlfe end of 
June, 1917, the outstanding aino-uit of currency notes was 
under ;^’i62,ooo,obo. It is worth noting that no addition 
has been made to the amount of coin and biillion, £28,500,000, 
hclcLagainst the notes since June, 1915, when thLsoulstandirig 
amount of notes was. only £46,000,000. 

The circulation of the notes of the Bank of England, and 
also of the Scottish banks, has increased by one-third during 
the year. 

The iatesl banking number of the Econoniist (May 18, 1918) 
brings the figures of"' deposits up to the end of 1917. The 
growth in that year is £260,000,000, as co:npan.;d with a 
growtlfi of £200,000,000 in the previous year. Conipai'cd 
with December, 1913, the gross increase in deposits and 
circulation at the end of 1917 was nearly 89 per cent. By 
this time the gross amount of 1913 has probably been 
doubled. . 

Corresponding to these increases in notes and credits there 
has been an increase in ])iices. wages, and profits. In spite 
of the growth of official control of., important prices, the 
Economist index number has continued to make new records, 
being 270 at the end of April, 1918, as compared with no at 
the end of July, 1914. ^ 

New records have also been established in the current 
year of war bonuses to labour. According to tlic Labour 
Gazette, neaily two millions, of people in Janiiaiy- April, 1918, 
received net increases in weekly' wages of about 5s. 6 d. per 
head. The two millions do not include, railway servants, 
agricultural labourers, seamen, and Government employees, 
who have also got , larg.e. bonuses. The excess profits tax 
for the present. fihancia,! ye.ar 1918-19, according to Mr. Bonar, 
Law’s Budget speech, is expected to bring in £300,000,000, 
as against £220,000,000111 1917-18. . : 

In the former paper (June, J917) a close connection was 
traced between the increases in silver currency and the rises 
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in wages. The returns of the Mint on silver coinage are not 
yet published,* but it is well known that there has been a 
large increase. It is significant that a proclamation has been 
issued agaiiist’the melting down or the hoarding of silver, 
and heavy penalties have been already imposed. 

The price of silver has for some time been controlled, and 
no doubt the actual or natural price (for illicit dealings) is 
above the current official market price of 48d. per oz. , The 
possible melting down of silver coins may lead to the issue 
of notes of smaller denomination than tei^shillings, and 
another dieck on inflation will be removed. 

The foreign exchanges, with neutral countries — Spain 
and Holland — have marked new adverse records since 
June, 1917. " '' 

Our adverse balance of trade has been growing, and in the 
first four months of 1918 was at the rate of about £7701000,000 
a year. Although some deduction may be made from this 
figure on the ground that part of it is met by the high rates 
paid for our shipping, the rates paid to neutral shipping are 
much higher. Were it not for the credits obtained in 
America it would be difficult to pay for our necessary 
imports. 

The Select ‘ Committee on National Expenditure has 
revealed new records of foolish extravagance and muddied 
accounting. New economies are partly neutralised by new 
leakages and partly by new claims, and our war expenditure 
steadily increases. ’ 

The growth of the National Debt is such that at the end 
of the present financial year theigross amount’ will probably 
be about £9,000,000,000. It is true that from this gross 
sum large deductions have to be made. There are our loans 
to our Allies and Dominions. Account must also be taken 
of the property held by the Government — e.g., factories and 
machinery, stores of materials, food products, etc., and of 
arrears of taxation. But some of the loans will not be 
repaid for a long term of years (if ever), and the expenses of 
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demobilisation and of repairing the wastes of war must grow 
the longer the war is prolonged. ' 

As explained above (Chap. XXXIV' .), the real burden o! a 
National Debt is best realised in terms of taxaLion. If the 
war were ended next April, and the main part of the Govern- 
mental borrowings stopped, it is probable that the revenue 
to be derived from taxation, i.e., apart from non-tax revenue, 
woidd have to be about five times as great as’ in 1913-14, 
when it reached £160,000,000.'^* 

The last Budget of the Chancellor of the Exchequer makes 
a brave show in comparison with former Budgets in the 
present war, and the yield of revenue makes an imposing 
figure. But it is imposing in more ways than one. No 
account is taken of tlie rise in prices, which after the war will 
confront the taxpayer with a dilemma with two sharp horns. 
If after the war prices fall, how are we to get the same 
proportionate amount from income tax ->and other taxes ? 
And if prices do not fall, how are we to pay for our necessary 
imports ? If the gold standard is effectively restored prices 
must fall. If it is not restored, and we still go on with a 
de facto depreciated currency, what is to become of the 
financial supremacy of London ? 

The growth of the national debt and of the other financial 
obligations consequent on the war is viewed with compla- 
cency by two large classes of people who are blinded by two 
dazzling delusions. The first delusion is those who expect 
the war boom to be followed by a peace boom. This peace 
boom is to be financed by more Governmental borrowings, 
nominally for productive purposes. Even these optimists, 
however, mu,st admit that it will be rather difficult to start 
the peace boom if to meet prior charges some £800,000,000 
must be raised by taxation. 

- The second delusion is to suppose that financial burdens 
after the war have no bearing on the present conduct of the 

In a speech in the House of Lords, August 5, 1918, Lord Inclicape 
estimated that a revenue of 700, 000,000 would be required if the war 
ended in March or before. In the roii^h estimate in the text more allow- 
ance is mide for the rise in normal expenditure, e.^., navri: nud sr in'ini v', 
and for the necessary Continuance lor some time of abnormal expenditure. 
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war. Get on with the war is the cry, and let after-the-w'-ar 
Icnk to itself. Sufficient to Ahe day is the evil* thcVei)f. 
The moral sentiment is excellent, asTs the way 
But the idea that careless extravagance on the part yf the 
State is of no present consequence because the bill has to be 
paid after the war is foolish.- The greatest danger of the 
war is premature peace. The greatest incitement to 
premature peace is the fear of the collapse of credit anfi the 
dfead of repudiation. The greatest danger to credit is the 
wasteful expenditure of borrowed or nianufiictured money. 

After tlie depressing register of bad records we come to the 
more pleasing signs of imporovement. 

The first sign oi improvement is that during the past year 
the rise in prices as revealed by the Economist index numbers 
has not been so rapid as in the previous years. In the first 
four months of 1918 the index number rose froxh 265 to 
270 as compared^ with a rise from 223 to 244 in 1917. It 
is too much to hope that the rise in prices will be now 
definitely stopped, bu^ even a slowing down of the pace is 
welcome. 

The principal cause of the check to rising priv:cs is the 
extension of Governmental control, of which the most 
striking example is provided by the moral courage and 
practical genius of Lord Rhondda. Unfortunately the 
control was not exercised in the beginnings of the inflation 
before American prices had risen. Now we have to adjust 
our controlled prices to the rising prices in America, also 
largely due to inflation. Recent statistical inquiries in the 
United States and Canada shovv that, as in ’this country, 
the rise in prices in America has followed, . and has not 
preceded, the increases in currency and bank credits. 
Austr.alia also shows the same effects from the same causes. 

Another sign of improvement is the closer critical analysis 
of the details of expenditure and the relative statistics. We 
used to be told that the war bonuses to labour were given 
to meet the rise in the cost of living. It now appears that 
if we have regard to substitutes and to the changes in the 
^ art of living, the rise in the real cost of living is much below 
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the figure usually quoterj from the Labour Gazrlic. And yet, 
in spite of this discovery and of the forcible reductions by 
Lord Rhondda, the deinand^for war bonuses to meet tie 
higher cost "‘of living still continues. OfiiciaEarbitrators are 
still giving favourable awards. A rise has just been given 
of IS. 6d. a day to miners above sixteen years of age, the 
juniors getting gd. The Chancellor of the Exchequer has 
explained that under the new regulations the Inpome tax on 
a worker with a wife and small family and only four pounds 
a week wages is to be practically nil. He has also reduced 
the cost of entditainments by abating the tax on ihe lower- 
priced tickets. 

The real obstacle to the stoppage in the advance of war 
bonuses to labour is* the persistent belief that profits can 
bear still further advances. ^ 

It is} then, cmcuuraging to note that in the past the 
control of profits has been extended. An attempt is being- 
made to keep down the rate of interest on bank deposits, 
with the view of encouraging iny^estment in war bonds. 
Allowing for bonuses, however, the State is still paying more 
than 5 per cent, for its loans. 

The list of contracts against public policy is being extended. 
Old contracts are being x-evised, and new contracts are being 
made on terms more favourable to the State. But it is plain, 
with the enormous revenue from excess profits, that there 
is still much room for improvement. -The ‘'earnings of 
inanagement given to the captains' of war industries are 
very large "compared with the earnings of the captains, of 
active war. ’ The paymernts for the risk’ of the dead capital 
are also very large compared with the payments for the risk 
of the living capital. 

Some luxuries have already been siuxprcssed or closely 
rationed, and more taxes on luxuries are being talked of 
with great animation. The bureaucrat army is being 
gradually combed of its redundant labour, though the Civil 
Service as a whole has been uplifted by war bonuses. 

It must be confessed that, the signs of improvement in 
financial methods are little more than signs of good intention 
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when we look to the actual growth,.of public expenditure. 
Much more drastic economies ought to be introduced if -the 
war is to last much longer. ' . 

If, however, the. financial outlook shows but faint glim- 
merings of new light the moral prospect is good. As so 
often insisted on, the worst danger of inflation with the 
inevitable stress on money interests is the degradation of 
the soul of the nation. The collapse of Russia and ,|.he 
consequent increase in the German menace, and even more 
the revelation of the nature of that menace, have restored 
the spirit of the nation to the heights it reacLTd in the first 
days of the war. ' In those far-off days the nation was 
prepared to make any sacrifice. People went about asking 
what they could do to help. That old spirit is being restored 
and we again realise that the object of the war and the 
object of peace are not to be measured by monetary con- 
siderations. Money is the sinews of war, not the soul of 
war. 


APPENDIX A. 

The Commodity Values of Gold and Silver. 

The specific depreciation of the pound sterling is shown by 
the rise in the price-of gold as a commodity. 

An authoritative survey was given by Sir Lionel Phillips 
of the position of gold in a speech on the South African gold 
industry, reported in the Times of -June 18, igiS". The gold 
is paid for by the British Government at the official price 
of 85s. per oz. fine, but the small amount now permitted 
to be used for trade purposes had risen to about 115s. per 
oz., Ce., some 35 per cent, above the official figure. 

The producers of gold complain that the price of gold is 
fixed whilst all other things have risen in price since the 
war. Under normal conditions the fixity of the price of 
gold simply means that a sovereign contains a certain weight 
of fine gold with a certain proportion of alloy (for hardening 



ANOTHER YEAR OF ’INFLATION 48^ 

the com). The price is 4 xed simply because the weight and 
the fineness of the sovereign are fi]cecl by law. Whtui „ 
general prices fell between i«75 and 1S95 by about one-half 
the price ol gold remained fixed. ^ ^ " 

The fixity of the price of gold is part of the meaning of tb.e 
gold standard; bilt part only.^ Under normal conditions the 
maintenance of the gold standard means' that the principle 
of convertibility is in full working order. The motes of the 
Bank of England^ bills on London, and all the varied forms 
of '' representative money '' are convertible into gold as 
required at thi^ fixed price, i.e., into coins of full u/eight and 
fineness. Of course at anj/ particular time this rigid: is 
exercised only to a small extent. But the right is always 
there, and so long* as this great pHncipie '’of immediate 
convertibility is maintained there can be no specific deprecia- 
tion olf the actual currency. 

Whenever rest raijits are imposed on convertibility specific 
depreciation is liable to occur, and unless the currency 
is limited such depreciation is certain to occur. In other 
words, gold in the market will rise to a premium. 

The producers of gold in South Africa are asking the 
British Government to recognise the specific depreciation, 
i.^., pay the premium on gold, or grant them a subsidy in 
order to keep open the low grade mines and the more 
expensive workings. Before such a subsidy is granted two 
questions ought to receive a definite answer. First, will 
the increase in th!b supply of gold improve our military 
efficiency or power to carry on the war ? If this war 
test haci been alwa5’S applied our Government would have 
lessened its subsidies by many millions. The second ques- 
tion is : Who really pays the subsid}- and who really gains 
by it ? If this peace test had also been applied our Govern- 
ment would have saved many more millions. All subsidies 
in the last resort mean taxation, and when wc leave out the 
money mechanism taxation^ simply means taking real 
wealth from some people to give to others. 

The present position of fdlver also throws light on the 
general monetary situation. The progress of inflation 
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operates on tlic natural uncoii'.rol!ed) price of silver 
in iwo waj's. The monetary demand is inucli gr'eatcr.^' 
So great is this demand that vcr}^ little is left over for com- 
modity iisesf At The same tiiiiC the for non- 

monetary us:::s is mucli greater owing to tlic generad rise in 
money incomes. The nouveaux^ riches both of capital and 
labour want more ‘'silver ornamerds or more plate. The 
demand is further intensihed by the reslrictions on gold. 
BliI. for the American control the price "of siU'er would 
probably have reexhed the old parity of 6 <jcl. per oz. 

For the time the situation has been relieved by the United 
vStates releasing its hoards of sibe. -rajid issuing small Federal 
Reserve Bank Noteii. Such relief in supply, however, can 
on!}' be temporary compared with the" continued rise in 
demand. ^ Jf the natural rise in price continues Grv-shiuvds 
Ijiw will operate in the old-fashioned way, and silver t:oins 
will be melted down. Already, in India the rupee has 
passed the melting point and in Ireland the Government has 
issued a proclamaiion against melting down or hoarding 
sihnr coins. Any large withdrawal of silver is sure:* to be 
met by the issue of small notc‘S and another check on infla- 
tion will be rerno\'ed. 

APPENDIX B. 

Table of net issues of bronze and silver coins from the end 
of March, 1917, to*thc end of June, 191S, in quarterly 
returns, bringing up to date the tabic on J). 108. 


Kci Ic^sLioi] of I in pt’vial Silver C Vuiled Kiui^doin. 


Ciiuir:,-.-, 

n 

New Coin 
issued. 

Worn Coin 
withdrawn. 

' " 

Aet ses. 

Jinio, 191; 7 

Sc})ici:>iber, 19 17 ... 

1917 

March, 191S 

jiinc, 19 iS ... 

£ 

^^ 33,500 

3 d 3, goo 
601,875 
1,220.^50 
2.!)06,925 

£ 

77.000 

55.000 
3O,,0o0 
•l<h -35 

32.000 

,£ 

759,500 

288,900 

592,875 

1,183,415 

2,03-1.925 

Total ! 

1 

5.075,850 

249,235 

-1,826,615 


See pp. 92, 10 1 
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Nef- of Tinpcrif^l Coin m the Vuitnl Kinijl'm. 


OiiauLrr. 

« 

% 

!^e'.v Coin 
issued. 

Worn Coin 
v.-iiiidiri'.vn. 

Net Issue**. 

0 

•> 

June, 10:7 

£ 

100,530 

' >i -5 

.-j 

ioo, 3 :.:j 5 

September, 1917 ^ 


470 

115,675 

December, 1917 ... 

^67,410 

*390 

167,020 

Miirch, 1918 

150,715 

350 

I 50 , 3<>5 

Jims, 191S i 

IlS,200 

3S5 

117,815 

Total 

« 1 

653,000 

1,980 

65.1,0^0 


'•*1 



CHAPTER XLVI 


THE PAYMENT OF WAR DEBT BY TAXATION 
^ OF C-iPITAL 

{Atmist 7, 1918) 

The amount of our war debt is already so lau'ge and is 
growing so rapidly that at last our optimists are beginning 
to ask what it will mean in terms of tax^ition at the end of 
the war. No one expects the fighting to stop before April, 
and the borrowing is not likely to stop with the fighting. 
There will be the expenses of demobilisation and of insurance 
against German treachery. To begin with the peace must be 
an armed peace. The boom in trade and the projects of 
social reform will mean more expense. ^Vith so many 
excuses, the pleasant habit of spending borrowed money will 
not be easily broken. 

When once normal expenditure is covered by 'normal 
revenue, and all the debt is funded and the interest and 
provision for redemption are paid out of taxation, the 
estimate of five times the pre-war revenue from taxation 
(say) 00,000,000, given in a previous paper, is not likely 
to prove excessive. 

How is the money to be found ? The old salutary rule 
that direct and indirect taxation should be increased to- 
gether in some kind of reasonable proportion^ has been 
abandoned in the war. Any additions to taxes on consum- 
ing power have been neutralised by bonuses and subsidies. 
After the war there is little doubt that the opinion of the 
democracy will be in favour of throwing most if not all the 
burden of the w-nr debt on the payers of income tax. During 
the w*ar the income tax has been made more steeply pro- 
gressive. After the war the steepening will continue. 
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It is the recognition the advent and continuance of this 
stc-tipeixing income tax that has giv63i rise to tlie proposal^ 
for the taxation of capitejf as an alternative. Thero is 
nothing in the idea. ''Just two hundred yea?s ago, as 
Proiessor W. R. Scott shows in his recent book on '' Econo- 
mic Problems after the War/' Archibald Hutchison made a 
thoroughgoing scheme fpr reducing the National Debt in 
this way, and since then other proposals of t^e same kind 
have come and vanished at intervals like new stars. The 
present proposal, at any rate, excels in magnitude — perhaps 
also it will exl^ei in the velocity of its disappcara^icc. 

The real meaning of the proposal is id extinguish part of 
the National Debt so that the interest on the remainder may 
come within the range of manageable ordinary taxation. 

The simplest plan would be to repudiate half {o\' any other 
propcMion) of the debt, or, what is the same thing' to lower 
the interest. But repudiation and breach of contract are 
opposed to our most cherished ideas, and the dangers have 
been forcibly iliustrated by Russia and Cmrmany. 

Our taxers of capital make the direct extinction of war 
debt only part of the proposal. By making the levy 
general they hope to provide funds for a still larger extinc- 
tion, This method pays respect to the principle of equality 
of taxation as between the holders of property (above a 
certain minimum), although ipso facto it makes the inequality 
more glaring as between the ha,ves and the have-nots. In 
these days, howev^er, even this respect to one of the recog- 
nised principles of taxation is welcome. Even one principle 
partially cq^plied is better than none. Unprinc'iplcd taxa- 
tion is simple robbery. Taxation does not mean simply 
taking, biit taking according to the general principles of 
government recognised by the State, 

That there is need at present for pressing the distinction 
between “ taxing and taking '' is evident from, other 
popular proposals for taxation.'" There is, for example, 
nationalisation of land by the simple process of taxing 
rents to the full value— i.Cv, taking them. In the same 
way, any Socialistic scheme maybe realised by unprincipled 
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taxation of tliis kind. Onty make income tcix and the 
cleath duties progressive enough, and spend the proceeds for 
the benefit of the people, and tim thing is done. - 

Some of the supporters of tlie proposal prefer to speak 
of a levy on capital. The term levy is -ugge stive of con- 
scription of wealth, with the implied idea'^of exceptional 
service to meet a national emergency. But a levy is a much 
more dangerous precedent than a tax. If a levy is justi- 
ciable to pa}’ for killing Germans, whj^ not. al^ to save British 
chldren and their parents by giving them a licalth}" environ- 
ment ? Peace has her emergencies no. less thr?n war. The 
grcalesi happiness of the greatest number would cover a 
multitude of levies. 

If, however, the term taxation is confused, the term capital 
is worse cemfounded. The definition of capital has given 
rise to endless controversies from the time of Adam Pniith 
onwards. The question arises, Which of these meanings of 
capital is the best, if our object is to tax the ixn'responding 
thing or things ? ^ 

We may begin with the widest meaning. The svider the 
meaning the more productive wi:.! be the tax and also the 
more equitable. One meaning of capital is so wide that it 
embraces every form of \'a] liable proper!}'. When a man 
dies taxes are imposed on the capital value of his estate, 
including not only lands and interest-bearing securities, but 
furniture, ornaments; and other personal belongings. The 
advocates of the levy are very fond of qiToting the analogy 
of the death duties. All llicy propose, they say, is to assume 
that all the people die on an ap])o‘ut:?d day, pay their duties, 
and come alive again. 

It is more to the purpose to look to practical experience 
of general taxes on property in the past or the present. In 
former times under simpler conditions general taxes on 
property were common. *As property became more com- 
plex the assessments became too difiicult, and the general 
tax was broken np into special taxes. It is true that the 
general property tax still survives in the United States. 
There, however, it is not used by th^e Federal Government, 



PAYING WAR DEBT BY -^fAXINQ CAPITAL 4^3 

but by diflerent vari(^ties of local governments in |_!fe.rticular 
States, cities, &c. Even when broken up into local taxes 
this genccal property taxftas proved to be a failure. ZTlre 
<i'fficiilty is in the assessment and the evasion. Can the 
method of rv-'-sv^smen: be made sr.filcierdh.'' effective to reach 
uniformly and® eqiiitabty all forms of property, especially 
personal property ? The cinswer to tins (juestion, given by 
the experience of the United States, is empl^atically in the 
negative.'' So'^says Professor Plehn in his excellent intro- 
duction to finanee. The opinion of Professor Sergnian, the 
best-known^ American writer on fmenice, is still more pro- 
nounced. The general property tax* as actually adminis- 
tered to-day in the United States is be^mnd all peradventure 
the worst tax kndwn in the civilised world*" “ This," says 
a commentator, “ is strong language — even stronger has 
bce?i used." 

If the assessment is difficult when carried on from year to 
year as part of the tax system in localities it would obviously 
be far more difficult if applied only once to a n'liolc country. 

, Self-assessment would give a premium to dislionesty, and 
, official valuation may be judged of by the progress made in 
the United Kingdom in the vnlartion of land alone in the 
. search for unearned increments. * 

A levy on capital would involve all the original difficulties 
of the income tax with new ones for capital valuation. The 
income tax has been the subject of rrforms since 1853, and 
is still imperfect How is the levy to be perfected at one 
blow? 

But the advocates of the levy in their laudable desire for 
equity give a still wider meaning to capital. And, so far as 
the definition of the term capital is concerned, they have the 
high authority of Adam Smith. Adam Smith brought 
.. under capital everything that yielded a revenue, and with 
this definition he included under capital the natural and 
‘ cLcquired abilities of the inhabitants. This idea of including 
in the capital of a counti'v the value of the inhabitants was 
fashionable a century beJore Adam Smith wrote. The 
mass of mankind being worth twenty years' purchase as 
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well as land '' is oneoi the gems of Vtiiy's -'Political Aritli- 
- nietic (1699). The pi^sent writer about thirty years ago 
applied the methods used by SiT Robert Giffen iir his calcu- 
lations of the -material capital of the United Kingdom to^the 
" living capital/' The result was that the value of the 
people was about five times the^value of thb things. Vvliat 
a broad, rich field for a levy ! At the end of the war if all 
the people came to their Soviet or whatever it was calkd 
and declared the true value of themselves and their posses- 
sions the whole, of the war debt might he wiped off on one 
day. If — ^ ... ^ 

Unfortunately” the search for eqiiitj/ in taxation is alwarcs 
more productive of exemptions than of additions. On the 
analogy of thedneomeTax a general tax on living capital 
must leave a minimum free. All the working classes would 
escape. Their skill is living capital, but it canndt be 
polled/' With thjp higher forms of living capital equity 
demands that the thing should be done, but the nature of 
the thing makes it impracti.cable. The levy on living capital 
when illustrated by practical examples degenerates into a 
bad kind of income tax. Obvioiisty we cannot take a 
percentage of the value of the brains of the lawyers, doctors, 
accountants, and "other experts, and they are to be invited 
(or compelled) to pay a special extra income tax for ten 
years or so as an equivalent. By this kind of equity the 
levy on capital, which is proposed to alleviate the distress of 
too heavy an income tax, ends up by pufting the unfortu- 
nate payers, who cannot turn their capital (living or dead) 
into immediate cash, under an additional load of income tax* 
The ordinary professioned man who lives up to his income 
(including family provision) will be in a tight place. 

Perhaps it m.ay be thought that the wide meaning of 
capital is too wide. But with a narrower meaning more 
difficulties come in. Capital, says Mill, is “ wealth used for 
the production of more wealth ” — a definition that for long 
held the field. To tax capital in this sense is to infringe the 
great rule that, a.s far as possible, the sources of revenue 
should remain unimpaired. 
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A tax that ^lessens productive poWer lessens als<?^ taxable^ 
ca>pacity. The history of financial^ reform is® largely the ^ 
history of the abolition oL t^axes that impede prcdiicfion. 
The anst^'cr attempted tcf fliis formidable ^objection is that 
ih.% whole capital of the country will- remain unaffected. 
There will onlj^be a change of ownership. What the mere 
change of ownership may lAean in an e:^treme form is shown 
bp Bolshevism. But even Bolshevism had its beginnings. 
It did not dro}>®suddenIy from heaven like a Zeppelin bomb. 

■Every business^ requires a certain proportion of circulating 
capital. Ti^ levy, if not peJd in cash, must be borrowed 
from the banks. Does it make no difference to the business 
man if in some way he must nlortgage his business to his 
banker ? It is ome thing to borrow f?om a bank to extend 
profitable business and quite another in order to write off 
a bsd dqbt. More and more our business is done by com- 
panies. A prosperous company may issue debentures at a 
low rate of interest. The new capital'' costs little and earns 
much. The difference swells the dividends. But if the 
debentures have to be issued to" meet a costly law suit or 
some other waste, the interest is a tax on the productive 
resources of the company. 

There still remains the most general objection of all to the 
levy on capital — whatever the meaning to be assigned. The 
forcible reduction of the debt is intended to reduce future 
taxation, especially income tax. Where is the guarantee 
that after the Iqyy has been made the income tax will be 
reduced ? Is it not much more probable that when the 
taxing power of the country has been relieved from one 
drain it wdll be promptly used as the basis of more debt ? 
There will be no end to the demands for State aid with 
borrowed money until the blindest mouths see that the 
margin for future taxation on which the whole security of 
borrowing depends has melted away. 

\¥hat, then, is the true moral of this alarm about the 
growth of the debt and the need for a great effort to reduce 
the burdens ? Surely the ans^ver is that we ought to check, 
as far as possible, the further growth of the disorder. At 
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tlie present rate of in tefest every i-icnsa,iv.l millions added to 
the debt ixfeans more ^lan fifty inillions of ta-xation—allaw- 
Ingmothing for redemption. * 

We find, hpwever,^ that everj^ day feckless additions are 
made to the debt— at the same high rate of interest. Yet 
New Zealand has already shovrii the way to^a forced loan at 
lower rates. Obviously a forced loan, even at no interest, 
would be less of a burden than a forced levy with no return 
of the capital.^ ^ 

The indirect additions to the debt are still more reckless, 
and .'ho\'/ -no signs of reduction. The cost /^f the war is 
largely a cdst of Labour — and this cost is still rising by 
bonuses. In the earl3- daj% of the war our optimists alwa\\s 
minimised the nilingUip^of debt because the monej'' borrowed 
was being spent in the country itself. It was the reincarna- 
tion of the*" old fallacy which Adam Smith called tlie/right 
hand paying the left, and is now called the v'icious circle. 
What is the use of propounding fancy schemes for the reduc- 
tion of debt after the war when we are as careless as ever in 
adding to the debt during the \wir ? It is vrorse than the 
old fallacy of the sinking fund. A hundred pounds at com- 
pound interest will become a hundred 3;; time. The 

old sinking fund guch as it was did grow, but not so fast as 
the new debt. The idea of a levy has not yet materialised 
at all, but the debt grows at the old pace. 
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